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Abstract 

This  is  the  final  report  on  the  Audit  of  the  Evaluation  of  Subcontract  Price  Proposals.  Comments  on  a 
draft  of  this  report  were  considered  in  preparing  the  final  report.  We  made  the  audit  from  October  1987 
through  May  198%  The  initial  objectives  of  the  audit  were  to  evaluate  procedures  used  by  procurement 
officials  to  identify  when  Government  assist  audits  of  subcontractor  price  proposals  were  required  and  to 
determine  the  extent  that  Government  assist  audit  reports  were  used  by  procurement  contracting  officers 
in  negotiating  contract  prices.  During  the  audit,  we  expanded  our  objectives  to  include  the  prime 
contractor’s  evaluations  of  subcontractor  cost  and  pricing  data.  We  statistically  sampled  and  reviewed  30 
fixed-price  contract  pricing  actions  for  FY  1987  with  a  negotiated  value  of  $5.8  billion  from  a  universe  of 
225  DOD  pricing  actions  valued  at  $1 1.7  billion.  The  audit  showed  that  DOD  procurement  officials  did 
not  require  prime  contractors  to  comply  with  Defense  and  Federal  Acquisition  Regulations’  requirements 
regarding  subcontract  price  proposals.  We  assessed  internal  controls  that  focused  on  determining 
compliance  with  Defense  and  Federal  Acquisition  Regulations’  requirements.  Based  on  our  statistical 
sample,  the  audit  projected  that  DOD  contracts  were  overpriced  by  $94  million  because  procurement 
officials  did  not  require  prime  contractors  to  submit  the  results  of  their  subcontract  cost  analyses  before 
negotiating  a  fixed  contract  price  and  did  not  protect  DOD’S  interest  when  subcontract  negotiations  were 
not  completed  until  after  the  Government  and  prime  contractor  negotiations  were  concluded.  Also,  nine 
contracts  were  potentially  overpriced  by  an  additional  $1,471,202  because  contractors  did  not  furnish 
Government  negotiators  with  accurate,  complete,  and  current  cost  or  pricing  data  as  required  by  the  Truth 
in  Negotiations  Act. 
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INSPECTOR  GENERAL 

DEPARTMENT  OF  DEFENSE 
400  ARMY  NAVY  DRIVE 
ARLINGTON.  VIRGINIA  22202-2884 


April  9,  1990 

MEMORANDUM  FOR  ASSISTANT  SECRETARY  OF  DEFENSE  (PRODUCTION 

AND  LOGISTICS) 

ASSISTANT  SECRETARY  OF  THE  ARMY  (FINANCIAL 
MANAGEMENT) 

ASSISTANT  SECRETARY  OF  THE  NAVY  (FINANCIAL 
MANAGEMENT) 

ASSISTANT  SECRETARY  OF  THE  AIR  FORCE  (FINANCIAL 
MANAGEMENT  AND  COMPTROLLER) 

DIRECTOR,  DEFENSE  CONTRACT  AUDIT  AGENCY 
DIRECTOR,  DEFENSE  LOGISTICS  AGENCY 

SUBJECT:  Report  on  the  Audit  of  the  Evaluation  of  Subcontract 

Price  Proposals  (Report  No.  90-057) 


This  is  the  final  report  on  the  Audit  of  the  Evaluation  of 
Subcontract  Price  Proposals.  Comments  on  a  draft  of  this  report 
were  considered  in  preparing  the  final  report.  We  made  the  audit 
from  October  1987  through  May  1989.  The  initial  objectives  of  the 
audit  were  to  evaluate  procedures  used  by  procurement  officials  to 
identify  when  Government  assist  audits  of  subcontractor  price 
proposals  were  required  and  to  determine  the  extent  that 
Government  assist  audit  reports  were  used  by  procurement 
contracting  officers  in  negotiating  contract  prices.  During  the 
audit,  we  expanded  our  objectives  to  include  the  prime 
contractor's  evaluations  of  subcontractor  cost  and  pricing  data. 
We  statistically  sampled  and  reviewed  30  fixed-price  contract 
pricing  actions  for  FY  1987  with  a  negotiated  value  of 
$5.8  billion  from  a  universe  of  225  DoD  pricing  actions  valued  at 
$11.7  billion. 

The  audit  showed  that  DoD  procurement  officials  did  not 
require  prime  contractors  to  comply  with  Defense  and  Federal 
Acquisition  Regulations'  requirements  regarding  subcontract  price 
proposals.  We  assessed  internal  controls  that  focused  on 
determining  compliance  with  Defense  and  Federal  Acquisition 
Regulations'  requirements.  Based  on  our  statistical  sample,  the 
audit  projected  that  DoD  contracts  were  overpriced  by  $94  million 
because  procurement  officials  did  not  require  prime  contractors  to 
submit  the  results  of  their  subcontract  cost  analyses  before 
negotiating  a  fixed  contract  price  and  did  not  protect  DoD's 
interest  when  subcontract  negotiations  were  not  completed  until 
after  the  Government  and  prime  contractor  negotiations  were 
concluded.  Also,  nine  contracts  were  potentially  overpriced  by  an 
additional  $1,471,202  because  contractors  did  not  furnish 
Government  negotiators  with  accurate,  complete,  and  current  cost 
or  pricing  data  as  required  by  the  Truth  in  Negotiations  Act. 
Although  policies  and  procedures  for  determining  when  assist 
audits  were  required  appeared  to  be  adequate,  other  subcontract 
pricing  policies  were  not  always  enforced  by  contracting  officers. 


especially  the  requirement  for  detailed  supporting  data  on  prime 
contractor  bills  of  material.  Further,  internal  controls  needed 
to  be  established  to  ensure  compliance  with  existing  policy. 
Also,  procurement  officials  did  not  always  use  Government  assist 
audit  reports,  but  prime  contractors  used  and  frequently  benefited 
from  the  reports.  Prime  contractor  policies  for  obtaining  and 
evaluating  subcontractors'  cost  and  pricing  data  closely  followed 
policy  in  the  Federal  Acquisition  Regulation  (FAR).  However, 
prime  contractors  realized  significant  savings  (projected  at 
$94  million)  on  proposed  subcontracted  items  by  negotiating  lower 
prices  with  their  vendors,  after  negotiating  with  the 
Government.  The  results  of  the  audit  are  summarized  in  the 
following  paragraphs,  and  the  details,  audit  recommendations  and 
management  comments  are  in  Part  II  of  this  report. 

Prime  contractors  did  not  provide  the  Government  with  results 
of  their  cost  analyses  for  subcontracts  that  they  negotiated 
subsequent  to  reaching  agreement  on  prime  contract  price  thereby 
realizing  significant  savings.  Also,  procurement  officials  did 
not  protect  the  Government's  interest  in  negotiating  a  price  on 
these  contracts.  We  projected  that  44.7  percent  of  the 
noncompetitive  subcontracts  were  negotiated  after  reaching 
agreement  on  contract  price.  As  a  result,  we  estimated  that 
fixed-price  contracts  were  overpriced  by  $94  million  in  FY  1987. 
We  recommended  that  the  Assistant  Secretary  of  Defense  (Production 
and  Logistics)  issue  a  policy  memorandum  to  procurement  officials 
emphasizing  the  need  to  require  prime  contractors  to  submit 
proposals  in  the  required  FAR  format,  obtain  and  consider  the 
results  of  all  prime  contractors'  cost  analyses  before 
negotiations,  and  take  action  to  protect  the  interest  of  the 
Government  to  include  negotiated  reopener  clauses  in  fixed-price 
contracts  or  delay  negotiations  until  major  subcontract  costs  are 
negotiated.  To  ensure  compliance  with  FAR  requirements,  we 
recommended  that  the  Director,  Defense  Contract  Audit  Agency 
(DCAA),  establish  internal  controls  that  require  DCAA  preaward 
evaluations  of  prime  contractor  price  proposals  to  identify 
subcontracts  exceeding  $100,000  for  which  the  FAR  required  cost 
analyses  have  not  been  performed  by  the  prime  contractor.  In 
addition,  we  recommended  that  the  Director,  Defense  Logistics 
Agency,  issue  a  policy  memorandum  that  informs  administrative 
contracting  officers  of  the  requirement  to  conduct  and  to  document 
preanalysis  meetings  to  determine  how  proposed  costs,  including 
subcontracts  and  major  purchases,  will  be  addressed  (page  5). 

DoD  did  not  receive  any  benefits  from  prime  contractor 
analyses  and  negotiations  of  competitive  and  dual-sourced 
subcontract  proposals.  We  projected  that  this  caused  FY  1987 
contracts  to  be  overpriced  by  $13.3  million.  We  also  projected 
that  prime  contractors  realized  $5  million  savings  by  negotiating 
with,  or  changing  the  split  among,  vendors  for  items  proposed  as 
dual-sourced.  These  price  reductions  were  not  passed  on  to  the 
DoD.  We  recommended  that  the  Assistant  Secretary  of  Defense 
(Production  and  Logistics)  issue  a  policy  memorandum  to  the 
Military  Departments  and  Defense  agencies  informing  contracting 
officers  of  the  need  to  protect  the  Government's  interests  by 


using  a  contract  reopener  clause  for  significant  undef initized 
competitive  or  dual-source  subcontract  costs_when  it  is  known  that 
a  contractor  has  a  practice  of  negotiating  competitive  quotes  or 
with  competitors  in  dual-source  purchasing  arrangements.  In 
regard  to  internal  control  improvements,  we  recommended  that  the 
Director,  DCAA,  expand  DCAA's  audit  guidance  for  estimating 
systems  surveys  and  price  proposal  reports  to  identify  contractors 
who  have  policies  or  practices  of  negotiating  competitive  or  dual¬ 
source  quotes  (page  15). 

DCAA  performed  audits  of  76  subcontract  proposals  within  our 
30  sampled  prime  contracts  for  which  the  Government  did  not 
receive  any  benefits.  As  a  result,  DoD  unnecessarily  expended 
$169,742  in  DCAA  audit  resources,  and  prime  contractors  used  the 
audit  results  to  contribute  toward  negotiating  $538,869  in 
subcontract  price  reductions  that  were  not  passed  on  to  DoD.  We 
recommended  that  the  Assistant  Secretary  of  Defense  (Production 
and  Logistics)  issue  a  policy  memorandum  to  contracting  officers 
at  Military  Departments  and  Defense  agencies  emphasizing  the  need 
to  follow  up  with  DCAA  on  the  results  of  outstanding  assist  audits 
before  negotiating  a  firm-fixed  contract  price.  We  also 
recommended  that  the  Commander,  U.S.  Army  Tank-Automotive  Command, 
issue  guidance  to  its  contracting  officers  to  ensure  that  requests 
for  assist  audits  of  subcontract  price  proposals  made  subsequent 
to  price  negotiations  on  firm-fixed  price  contracts  are  only 
requested  if  they  have  a  direct  monetary  benefit  on  the  immediate 
contract  (page  21). 

Nine  contractors  potentially  violated  provisions  of  the  Truth 
in  Negotiations  Act  by  not  submitting  accurate,  complete,  and 
current  cost  or  pricing  data  in  support  of  their  contracts.  As  a 
result,  the  nine  contracts  were  potentially  overpriced  by  $1.4 
million.  We  recommended  that  the  commanders  of  buying  commands 
responsible  for  issuing  these  contracts  monitor  DCAA's  progress  on 
the  nine  potentially  defective  pricing  cases  and  take  appropriate 
action  if  necessary  (page  27). 

During  the  audit,  we  found  that  contracting  officers  did  not 
always  use  Government  assist  audit  reports  in  negotiating  contract 
prices,  or  they  did  not  document  their  use  of  the  reports.  The 
Assistant  Secretary  of  Defense  (Production  and  Logistics)  issued 
policy  memorandums  in  1987,  1988,  and  1989  to  the  Military 
Departments  and  Defense  agencies  that  emphasized  to  contracting 
officers  the  requirement  to  document  the  use  of  assist  audit 
results  in  contract  price  negotiations.  These  memorandums  should 
correct  the  noted  deficiency.  Therefore,  we  have  deleted  the 
draft  audit  finding  on  Use  of  Government  Assist  Audits  from  this 
report . 

Internal  controls  were  evaluated  as  applicable  to  the  stated 
audit  objectives.  The  audit  identified  internal  control 
weaknesses,  as  defined  by  Public  Law  97-255,  Office  of  Management 
and  Budget  Circular  A-123,  and  DoD  Directive  5010.38.  Adequate 
procedures  were  not  established  to  ensure  compliance  with  existing 
policy.  Recommendations  made  to  Finding  A.  in  this  report,  if 
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implemented,  will  correct  the  weaknesses;  however,  we  could  not 
determine  the  monetary  benefits  to  be  realized  by  implementing 
these  recommendations.  The  monetary  benefits  were  not  readily 
identifiable  because  prospective  benefits  would  be  based  on 
undeterminable  future  procurement  requirements.  The  senior 
official  responsible  for  internal  controls  within  the  Office  of 
the  Assistant  Secretary  of  Defense  will  be  provided  a  copy  of  the 
final  report. 

On  October  5,  1989,  a  draft  of  this  report  was  provided  to 
the  Assistant  Secretary  of  Defense  (Production  and  Logistics),  the 
Comptroller  of  the  Department  of  Defense,  the  Assistant  Secretary 
of  the  Army  (Financial  Management),  the  Assistant  Secretary  of  the 
Navy  (Financial  Management),  the  Assistant  Secretary  of  the  Air 
Force  (Financial  Management  and  Comptroller),  the  Commander, 
D.S.  Army  Tank-Automotive  Command,  and  the  Directors  of  the 
Defense  Logistics  Agency  and  the  Defense  Contract  Audit  Agency. 
Management  comments  were  received  from  the  Assistant  Secretary  of 
Defense  (Production  and  Logistics)  (Appendix  J),  the  Comptroller 
of  the  Department  of  Defense  (Appendix  K),  the  Army 
(Appendix  L),  the  Navy  (Appendix  M) ,  the  Air  Force 
(Appendix  N),  the  Defense  Contract  Audit  Agency  (Appendix  O),  and 
the  Defense  Logistics  Agency  (Appendix  P). 

The  following  table  shows  a  cross  reference  between 
recommendations  in  the  draft  report  and  those  in  this  final 
report . 


Recommendation  References  As  Shown 


In  Draft  Report 

A. l.d. 

B. 2. 

B. 3. 

C. l. 

C. 2. 

D.  1 .a . 

D.l.b. 

D. 1 .c. 

D.2. 

D.3.a. 

D.  3 .b. 

E. l.a. 

E.l.b. 

E. 2 . a . 

E .  2 .  b . 

E.3.a. 

E. 3 .b. 


In  Final  Report 

Combined  with  A.l.c. 
Deleted 

B. 2. 

Deleted 

Deleted 

C. l. 

C.l. 

C.l. 

Deleted 
C .  2 .  a . 

C. 2.b. 

D. l.a. 

D.l.b. 

D. 2.a. 

D. 2.b. 

D.3.a. 

D.3.b. 


All  references  are  to  final  report  recommendations  except  where 
noted. 


The  Assistant  Secretary  of  Defense  (Production  and  Logistics) 
nonconcurred  with  Recommendations  A.l.a.,  A.l.b,  A.l.c.,  A.l.d., 
A. 2.,  and  B.I.,  to  issue  policy  memorandums  emphasizing  existing 


guidance.  The  Assistant  Secretary  stated  that  numerous  policy 
memorandums  and  regulatory  and  statutory  changes  have  occurred 
over  the  past  few  years  and  since  our  report  was  based  on  contract 
actions  occurring  during  fiscal  year  1987,  the  results  of  many 
corrective  actions  would  not  yet  be  reflected  in  the  contracts  we 
audited.  The  Assistant  Secretary  partially  concurred  with 
Recommendation  C.l.  stating  that  a  policy  memorandum  will  be 
issued  that  emphasizes  followup  with  DCAA  on  outstanding  assist 
audits  before  agreement  on  a  final  price.  We  consider  the 
Assistant  Secretary's  comments  to  Recommendation  C.l.  to  be 
responsive  to  the  intent  of  the  finding  and  recommendation. 
However,  the  Assistant  Secretary  did  not  provide  an  estimated  date 
for  the  completion  of  planned  actions,  and  we  therefore  ask  that 
he  do  so. 

We  agree  that  many  corrective  actions  have  been  promulgated 
in  recent  years.  On  the  basis  of  the  Assistant  Secretary's 
comments,  we  deleted  draft  report  Finding  C.  and  draft 
Recommendations  C.l.  and  C.2.,  which  addressed  the  need  to 
emphasize  the  use  of  assist  audit  report  results  during  the 
negotiation  process.  Also,  we  reevaluated  the  materiality  of 
internal  control  weaknesses.  Based  on  our  reevaluation  and  the 
Assistant  Secretary's  comments,  we  deleted  draft  report 
Recommendations  B.2.  and  D.2.,  which  addressed  material  internal 
control  weaknesses.  We  reworded  Recommendation  A.l.  to  clarify 
our  intent.  We  still  consider  Recommendations  A.l. a,  A.l.b, 
A.l.c,  A. 2.,  and  B.l.  valid  for  reasons  discussed  in  Part  II  of 
the  report.  Therefore,  we  ask  that  the  Assistant  Secretary  of 
Defense  (Production  and  Logistics)  reconsider  his  position  on 
Recommendations  A.l. a,  A.l.b,  A.l.c,  A. 2.  and  B.l.  in  responding 
to  the  final  report.  Also,  we  ask  that  the  Assistant  Secretary 
respond  to  the  final  report  indicating  concurrence  or 
nonconcurrence  with  the  revised  recommendations. 

Although  no  recommendations  were  addressed  to  the  Comptroller 
of  DoD,  the  Comptroller  concurred  with  draft  Recommendations  C.l., 
D.l.a. ,  and  D.3. 

DCAA  concurred  in  principle  with  Recommendation  A. 3.  to 
establish  a  requirement  to  identify,  in  its  Reports  on  Evaluation 
of  Initial  Price  Proposal,  those  purchase  orders  and  subcontracts 
exceeding  $100,000  for  which  the  required  cost  analyses  had  not 
been  performed  by  the  prime  contractor.  DCAA  stated  that  guidance 
would  be  issued  establishing  a  requirement  that  Audit  Reports  on 
Evaluation  of  Initial  Price  Proposals  identify  purchase  orders  and 
subcontracts  for  which  the  FAR  15.806-2(a)  required  cost  analysis 
has  not  been  performed  by  the  prime  contractor.  DCAA  nonconcurred 
with  Recommendation  B.2.  that  its  estimating  system  survey  reports 
identify  contractors  who  have  policies  or  actual  practices  of 
negotiating  competitive  or  dual-source  quotes.  DCAA  stated  that 
its  reports  currently  provide  information  in  relation  to 
contractors  who  negotiate  competitive  or  duai-source  quotes 
through  their  use  of  decrement  factors.  It  also  stated  that 
details  supporting  the  decrement  factors  are  presented  in  both 
estimating  systems  survey  reports  and  price  proposal  reports. 
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Although  we  do  not  disagree  with  DCAA's  comments,  they  do  not 
address  the  intent  of  our  recommendations.  Recommendation  B.2. 
has  been  expanded  to  include  price  proposal  reports,  and  reworded 
to  be  more  specific.  We  believe  that  both  recommendations  are 
still  valid  for  reasons  discussed  in  Part  II  of  this  report. 
Therefore,  we  are  asking  that  DCAA  reconsider  its  position  on 
Recommendations  A. 3.  and  B.2.  in  responding  to  the  final  report. 

The  Army  nonconcurred  with  Finding  C  because  it  felt  that  the 
Government  did  receive  benefits  from  postaward  subcontract  assist 
audits  via  negotiated  decrement  factors.  However,  the  Army  did 
concur  with  Recommendation  C.2.a.  and  partially  concurred  with 
Recommendation  C.2.b.  Also,  the  Army  concurred  with 
Recommendation  D.3.  We  consider  its  comments  to  Recommendations 
C.2.a,  and  D.3.  to  be  responsive.  We  still  consider  Finding  C  to 
be  valid  for  reasons  stated  in  Part  II  of  the  report  and  request 
that  the  Army  reconsider  its  position  in  responding  to  the  final 
report.  In  our  opinion,  the  Army's  proposed  guidance  in  response 
to  Recommendation  C.2.b.  does  not  fully  comply  with  the  intent  of 
our  recommendation.  Therefore,  we  believe  that  the  recommendation 
in  the  draft  report  is  still  warranted  for  reasons  discussed  in 
Part  II  of  the  report. 

The  Navy  nonconcurred  with  Recommendation  D.l.a.  to  request 
the  cognizant  procurement  contracting  officers  to  monitor  the 
progress  of  DCAA  offices'  defective  pricing  reviews.  The  Navy 
believes  that  neither  is  it  appropriate  nor  is  there  time  for  Navy 
contracting  officers  to  monitor  DCAA  auditors.  However,  the  Navy 
did  state  that  it  would  take  appropriate  action  if  DCAA  notified 
it  about  contractor  defective  pricing.  The  Navy  concurred  with 
Recommendation  D.l.b.  Although  the  Navy  stated  nonconcurrence 
with  Recommendation  D.l.a,  we  believe  the  planned  action  complies 
with  the  intent  of  Recommendations  D.l.a  and  D.l.b. 

The  Air  Force  concurred  with  Recommendation  D.2.,  and  we 
consider  its  comments  to  be  responsive. 

The  Defense  Logistics  Agency  partially  concurred  with 
Recommendation  A.  4.  The  planned  actions  of  the  agency  are 
responsive  to  the  intent  of  the  finding  and  recommendation. 

DoD  Directive  7650.3  requires  that  all  audit  recommendations 
be  resolved  within  6  months  of  the  date  of  the  final  report. 
Accordingly,  we  request  that  all  addressees  provide  final  comments 
on  the  unresolved  issues  in  recommendations  addressed  to  them 
within  60  days  of  the  date  of  this  memorandum.  The  comments 
should  indicate  either  concurrence  or  nonconcurrence  with  the 
findings  and  each  recommendation  addressed  to  you.  If  you  concur, 
describe  the  corrective  actions  taken  or  planned,  the  completion 
dates  for  actions  already  taken,  and  the  estimated  dates  for 
completion  of  planned  actions.  If  you  nonconcur  with  either  the 
findings  or  the  recommendations,  please  state  your  specific 
reasons.  If  appropriate,  you  may  propose  alternative  methods  to 
accomplish  the  desired  improvements.  This  report  contains 
undeterminable  monetary  benefits.  We  were  unable  to  project 
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monetary  benefits  because  any  prospective  cost  avoidance  would  be 
based  on  undeterminable  future  requirements.  We  also  ask  that 
your  comments  indicate  concurrence  or  nonconcurrence  with  the 
internal  control  weakness  described  above.  DoD  Directive  7640.2, 
"Policy  for  Followup  on  Contract  Audit  Reports,"  does  not  pertain 
to  this  report. 

The  courtesies  extended  to  the  audit  staff  are  appreciated. 
Copies  of  the  final  report  will  be  distributed  to  the  activities 
listed  in  Appendix  R.  The  audit  team  members  are  listed  in 
Appendix  S.  Please  contact  Mr.  Salvatore  Guli,  Program  Director, 
at  (202)  694-6285  (AUTOVON  224-6285),  or  Mr.  James  R.  Peterson, 
Project  Manager,  at  (202)  693-0594  (AUTOVON  223-0594)  if  you  have 
any  questions  on  this  report. 


Edwar^  R.  Jones 

Deputy  Assistant  Inspector  General 
for  Auditing 


cc : 

Secretary  of  the  Army 

Secretary  of  the  Navy 
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Comptroller  of  the  Department  of  Defense 
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REPORT  ON  THE  AUDIT 
OF  THE  EVALUATION 


OF  SUBCONTRACT  PRICE  PROPOSALS 
PART  I  -  INTRODUCTION 


Background 


Defense  and  Federal  Acquisition  Regulations  include  procedures  to 
ensure  that  subcontract  costs,  negotiated  as  part  of  the  prime 
contract  price,  are  fair  and  reasonable.  The  prime  contractor  is 
responsible  for  obtaining  cost  or  pricing  data  from  prospective 
subcontractors,  conducting  appropriate  cost  analyses  before 
awarding  subcontracts,  and  providing  the  results  of  their  cost 
analyses  of  subcontractor  proposals  to  the  Government  as  part  of 
their  own  submission  of  cost  and  pricing  data.  In  some 
situations,  the  prime  contractor  cannot  evaluate  the  prospective 
subcontractor's  cost  or  pricing  data.  This  situation  often  occurs 
when  the  prime  contractor  and  subcontractor  are  competing  for  the 
award  of  the  same,  or  a  related,  contract.  The  subcontractor  may 
refuse  to  allow  the  prime  contractor's  auditors  into  its  plant 
because  it  does  not  want  the  prime  contractor  to  have  access  to 
its  estimating  methods  and  procedures.  When  this  situation 
occurs,  the  prime  contractor  is  responsible  for  reporting  the 
condition  to  the  contracting  officer  so  that  Government  auditors 
can  perform  the  review.  Further,  business  relationships  between 
the  prime  contractor  and  subcontractor  may  not  be  conducive  to 
independence  and  objectivity,  i.e.,  related  companies.  In 
addition,  contracting  officers  may  request  Government  assist 
audits  of  subcontract  proposals  at  any  time  that  it  is  considered 
necessary  to  ensure  the  reasonableness  of  the  prime  contract 
price . 

Although  procurement  contracting  officers  are  responsible  for 
negotiating  a  final  contract  price,  they  obtain  assistance  from 
contract  auditors,  price  analysts,  and  technical  specialists  who 
evaluate  the  cost  elements  in  prime  contractor  proposals  and 
recommend  ways  to  achieve  fair  and  reasonable  prices.  These 
evaluations  include  an  analysis  of  subcontract  costs  that  are 
proposed  by  prime  contractors. 

Objectives  and  Scope 

Our  initial  objectives  were  to  evaluate  procedures  used  by 
procurement  officials  to  identify  when  Government  assist  audits  of 
subcontractor  price  proposals  are  required  and  to  determine  the 
extent  that  Government  assist  audits  are  used  by  procurement 
contracting  officers  in  negotiating  contract  prices.  The  basic 
criteria  are  contained  in  the  Federal  Acquisition  Regulation 
(FAR),  subpart  15.8-Price  Negotiations;  the  Defense  Federal 
Acquisition  Regulation  Supplement  (DFARS)  subpart  215.8-Price 
Negotiations;  and  in  local  activity  supplements.  Subcontracts  are 
defined  in  FAR  subpart  44.101  to  include  purchase  orders  and 


modifications  to  purchase  orders.  We  reviewed  contract  files, 
pricing  case  files,  field  pricing  reports  and  related  files,  prime 
contractor  records,  correspondence  files  and  other  documentation 
as  necessary  at  procurement  and  administrative  contract  offices, 
the  prime  contractor  plant  and  cognizant  Defense  Contract  Audit 
Agency  (DCAA)  offices.  We  focused  on  pre-  and  post-price 
negotiation  and  business  clearance  memorandums,  field  pricing 
reports,  and  preaward  pricing  and  assist  audit  reports. 

We  expanded  our  objectives  during  the  audit  to  include  an 
evaluation  of  prime  contractor  procedures  for  obtaining  and 
analyzing  subcontractor  cost  and  pricing  data.  Prime  contractors 
issued  their  own  guidance,  which  generally  followed  the  FAR  and 
DFARS.  Documents  reviewed  included  prime  contractor  proposals, 
cost  analyses,  subcontract  negotiation  memorandums,  and  actual 
purchase  order  files.  We  focused  on  prime  contractors'  bills  of 
material  and  any  other  documentation  provided  to  the  Government 
that  identified  major  subcontracts. 

During  our  review  of  prime  contractor  cost  or  pricing  data  that 
supported  proposed  subcontracts,  we  determined  whether  any 
subcontract  overpricing  was  a  result  of  violating  the  Truth  in 
Negotiations  Act.  We  did  not  review  the  other  cost  elements  of  a 
prime  contractor's  proposal  because  doing  so  would  have  been 
outside  the  scope  of  our  audit.  All  potential  defective  pricing 
was  referred  to  the  cognizant  DCAA  office  for  inclusion  in  its 
contract  pricing  reviews  at  the  prime  contractor  plant. 

We  statistically  sampled  30  fixed-price  contract  actions  on 
FY's  1986  and  1987  contracts  that  were  negotiated  during  FY  1987 
with  a  minimum  value  of  $10  million.  The  Individual  Contracting 
Action  Report,  form  DD350,  was  used  to  determine  the  universe.  A 
schedule  of  the  30  contracts  is  in  Appendix  A  and  the  sampling 
plan  is  in  Appendix  B.  To  review  the  30  contracts,  we  visited 
92  activities,  including  27  prime  contractor  locations  and  22  DoD 
buying  commands,  shown  in  Appendix  Q. 

This  economy  and  efficiency  audit  was  made  to  determine  whether 
contract  audit  resources  are  properly  used  by  contracting  officers 
in  negotiating  a  contract  price,  whether  applicable  laws  and 
regulations  were  followed,  and  whether  DoD  is  paying  fair  and 
reasonable  prices  for  goods  and  services.  The  audit  was  conducted 
from  October  1987  through  May  1989.  The  audit  was  made  in 
accordance  with  auditing  standards  issued  by  the  Comptroller 
General  of  the  United  States,  as  implemented  by  the  Inspector 
General,  DoD,  and  accordingly,  included  such  tests  of  internal 
controls  as  considered  necessary.  The  audit  focused  on  items 
proposed  by  prime  contractors  as  noncompetitive  procurements  and, 
when  time  permitted,  we  included  competitive  items  in  our  review. 
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Internal  Controls 


The  internal  control  review  focused  on  determining  compliance  with 
the  FAR  and  DFARS  requirements  regarding  subcontract  price 
proposals  in  prime  contractor  proposals.  The  internal  control 
review  also  focused  on  determining  whether  proposed  subcontract 
costs  were  accurate,  current,  and  complete  as  required  by  Public 
Law  87-653,  "Truth  in  Negotiations  Act,"  as  amended.  We  found 
material  weaknesses,  which  are  addressed  in  Finding  A  in  Part  II 
of  the  report. 

Prior  Audit  Coverage 

Air  Force  Audit  Agency  Report,  "Subcontract  Pricing  on  Negotiated 
Fixed-Price  Type  Prime  Contracts,"  Project  7076411,  was  issued  on 
June  21,  1988.  This  report  stated  that  contracting  officers  did 
not  perform  adequate  preaward  reviews  of  subcontract  costs  before 
entering  negotiations,  did  not  request  Government  specialists' 
analyses  of  updated  cost  or  pricing  data  received  just  before  or 
during  negotiations,  or  did  not  require  the  prime  contractors  to 
submit  their  analyses  of  proposed  subcontract  costs.  This  report 
also  stated  that  price  negotiation  memorandums  did  not  always 
summarize  all  the  required  subcontract  cost  data. 

The  report  recommended  that  the  Air  Force  delay  negotiations  until 
complete  subcontractor  cost  and  pricing  data  have  been  analyzed  by 
field  activities  for  the  original  proposal  and  for  significantly 
revised  proposals,  the  Air  Force  provide  contractual  reopening 
provisions  when  subcontracts  represent  a  significant  cost  risk  and 
negotiation  delays  are  unacceptable,  and  the  Air  Force  definitize 
major  critical  subcontracts  before  awarding  the  prime  contract. 

In  its  comments  to  the  final  report.  Air  Force  officials  concurred 
with  the  above-stated  recommendations  and  stated  that  coverage 
would  be  included  in  the  Air  Force  FAR  Supplement.  The  Supplement 
has  been  revised  to  address  delaying  negotiations  and  definitizing 
critical  subcontracts.  However,  the  Air  Force  has  not  implemented 
the  recommendation  regarding  the  use  of  contract  reopener  clauses. 

The  House  Committee  on  Government  Operations  report,  "Continuing 
Violations  of  the  Truth  in  Negotiations  Act  and  Estimating  Systems 
Deficiencies  Result  in  Excess  Contractor  Profits,"  House  Report 
100-1026,  dated  October  3,  1988,  stated  that: 

Among  other  things,  GAO  found  that  estimating  systems 
did  not  produce  reliable  and  supportable  proposals 
because  contractors  (1)  failed  to  perform  subcontract 
cost  reviews  as  required  by  DoD  procurement 
regulations,  (2)  proposed  vendor  quotations  without 
considering  that  prices  paid  to  vendors  are  typically 
lower  than  quoted,  and  (3)  relied  excessively  on 
judgment  although  historical  data  was  available. 
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The  report  also  stated: 


GAO's  recent  examination  of  86  material  purchases 
valued  at  less  than  §1  million  each  found  that 
contractors  negotiated  prices  about  8  percent  lower 
than  the  prices  negotiated  in  prime  contracts.  The 
prices  proposed  by  contractors  normally  did  not 
consider  reductions  likely  to  be  achieved  in  vendor 
negotiations. 

Twenty-three  of  the  material  purchases  were  proposed 
as  competitive  and  contracting  officers  accepted  the 
prices  as  firm  believing  no  further  negotiations  would 
occur.  Like  the  Westinghouse  case,  some  contractors 
solicited  additional  quotations  and  negotiated  prices 
significantly  lower  than  the  amounts  included  in  prime 
contracts. 

Department  of  Defense  Inspector  General  (DoDIG)  Report  No.  87-092, 
"Effectiveness  of  the  Negotiation  Process,"  was  issued  on 
February  26,  1987.  This  report  stated  that  contracting  officers 
were  not  always  using  or  documenting  their  use  of  field  pricing 
reports  in  developing  negotiation  objectives  and  in  the  price 
negotiation  memorandums  as  required  by  the  FAR.  In  response  to 
this  report,  the  Assistant  Secretary  of  Defense  (Acquisition  and 
Logistics)  issued  a  memorandum,  dated  February  11,  1987,  to  the 

Military  Departments  and  Defense  agencies  emphasizing  the  need  to 
ensure  compliance  with  FAR  requirements  for  requesting  and  using 
field  pricing  reports. 

In  response  to  General  Accounting  Office  reports  issued  in  1985 
and  1986,  the  Assistant  Secretary  of  Defense  (Acquisition  and 
Logistics)  issued  a  memorandum,  dated  April  6,  1987,  to  the 
Military  Departments  and  Defense  agencies.  This  memorandum 
indicated  that  prime  contractors  often  were  not  providing  the 
Government  with  analyses  of  subcontract  cost  or  pricing  data 
before  negotiations  of  the  prime  contract  price.  The  memorandum 
stated  that  it  was  the  contracting  officers'  responsibility  to 
obtain  these  data  in  a  timely  manner  so  that  they  could  be 
effectively  used  during  prime  contract  negotiations. 

Our  audit  disclosed  that  conditions  similar  to  those  reported  by 
the  Air  Force,  the  General  Accounting  Office,  and  the  DoDIG 
continue  to  exist  within  DoD.  These  conditions  are  addressed  in 
Findings  A.,  B.,  C.,  and  D.  in  Part  II  of  the  report. 
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PART  II  -  FINDINGS  AND  RECOMMENDATIONS 


A.  Prime  Contractors  Realize  Significant  Savings  on  Subcontracted 
Items 


FINDING 


Prime  contractors  realized  significant  savings  on  subcontracted 
items  by  not  providing  the  Government  with  the  results  of  their 
subcontract  cost  analyses  for  subcontracts  that  they  negotiated 
subsequent  to  reaching  agreement  on  prime  contract  price.  This 
occurred  because  DoD  procurement  officials  were  not  taking 
sufficient  actions  to  ensure  that  subcontract  cost  or  pricing  data 
were  complete  and  submitted  in  a  timely  manner  as  required  by  the 
Federal  Acquisition  Regulation  (FAR) .  Also,  procurement  officials 
did  not  protect  the  Government's  interest  when  subcontract 
negotiations  were  not  completed  until  after  Government/prime 
contractor  negotiations.  We  found  that  44.7  percent  of 
noncompetitive  subcontracted  items  were  negotiated  by  prime 
contractors  after  reaching  agreement  on  contract  price  with  the 
Government.  Prime  contractors  also  negotiated  competitive  and 
dual-source  subcontracts  after  negotiating  final  contract  prices 
with  the  Government.  We  have  addressed  negotiations  of 
competitive  subcontracts  in  Finding  B.  We  projected  that  prime 
contractors  negotiated  subcontract  cost  reductions  totaling 
$94,111,502  after  negotiations  were  completed  with  the 
Government.  However,  the  savings  were  not  passed  on  to  DoD.  As  a 
result,  FY  1986  and  FY  1987  firm-fixed-price  contract  actions, 
negotiated  at  $10  million  or  more  in  FY  1987,  were  overpriced  by 
$94  million  in  base  subcontract  costs. 

DISCUSSION  OF  DETAILS 

Background.  Early  identification  of  subcontracted  items 
requiring  detailed  cost  analyses  is  an  integral  part  of  reviewing 
prime  contractor  proposals.  By  identifying  items  early, 
procurement  officials  have  the  best  opportunity  to  ensure  that  an 
adequate  proposal  evaluation  is  made  before  entering  negotiations. 
Certified  cost  or  pricing  data  are  required  for  noncompetitive 
subcontracts  costing  more  than  $100,000  according  to  the  FAR 
subpart  15.804,  and  the  Defense  Federal  Acquisition  Regulation 
Supplement  (DFARS)  subpart  215.804.  Furthermore,  when 
subcontractors  are  required  to  submit  cost  or  pricing  data  to  the 
prime  contractor,  according  to  FAR  subpart  15.806,  the  prime 
contractor  is  required  to  conduct  cost  analyses  of  the  data  and 
submit  the  results  of  the  analyses  as  part  of  their  proposal. 
Prime  contractor  proposals  are  required  to  be  in  FAR  table 
15-2  format,  which  identifies  nine  items  of  data  for  each  proposed 
subcontract.  At  any  time,  the  contracting  officer  may  request  a 
Government  assist  audit  of  a  subcontract  proposal,  regardless  of 
whether  the  contractor  has  performed  an  analysis,  if  the 
contracting  officer  believes  that  an  audit  is  necessary  to  ensure 
reasonableness  of  the  total  proposed  price  according  to  FAR 
subpart  15.805-5(i).  The  Defense  Contract  Audit  Agency  (DCAA) 
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Contract  Audit  Manual  (DCAAM)  7640.1,  chapter  9-104,  requires  the 
prime  contract  auditor  to  specifically  review  each  pricing 
submission  and  advise  the  contracting  officer  of  the  need  for 
subcontractor  assist  audits.  The  Defense  Logistics  Agency  (DLA) 
Contract  Administration  Manual  for  Contract  Administration 
Services  (DLAM)  8105.1,  section  15.805-11,  requires  DLA  financial 
services  personnel  to  coordinate  with  the  contract  auditor  and 
technical  specialists  in  establishing  a  review  and  evaluation 
program  for  contractor  proposals  and  that  preanalysis  meetings  be 
conducted  and  documented  for  significant  proposals  (usually  those 
exceeding  $100,000).  This  coordination  should  identify  who  will 
be  responsible  for  providing  audit  and  analysis  coverage  of  the 
entire  proposal,  including  proposed  subcontracted  costs. 

The  early  identification  of  subcontracted  costs,  the  required 
analyses  and  assist  audits,  and  the  use  of  results  of  analyses  and 
assist  audits  are  instrumental  in  developing  the  Government's 
negotiating  objective  for  contract  negotiations.  For  example,  our 
review  of  Grumman  Aerospace  Corporation  contract  N00019-86-C-0096 
showed  that  50  percent  of  subcontract  proposals  were  analyzed  and 
negotiated  before  Government  and  prime  contractor  negotiations. 
For  subcontract  proposals  that  were  analyzed  before,  but 
negotiated  by  the  prime  contractor  after  Government  negotiations, 
the  Government  had  ample  time  to  evaluate  the  prime  contractor's 
analyses  and  to  develop  a  negotiating  objective  based  on  the 
analyses.  Based  on  a  comparison  of  the  Government  negotiated 
subcontract  cost  (from  the  price  negotiation  memorandum)  with  the 
actual  subcontract  cost  paid,  the  Government  and  prime  contractor 
agreed  to  subcontract  prices  that  were  $998,288  less  than  what  the 
contractor  negotiated  with  its  subcontractors.  However,  our 
review  of  the  Texas  Instruments,  Inc.,  contract  N00019-86-C-0326, 
showed  that  the  majority  (33  out  of  41)  of  subcontract  proposals 
were  analyzed  by  the  prime  contractor  after  Government  and  prime 
contractor  negotiations.  Thus,  the  results  of  the  analyses  were 
unavailable  to  the  Government  to  consider  in  developing  a 
negotiating  objective  to  ensure  a  fair  and  reasonable  price.  This 
situation  resulted  in  a  $2,947,635  savings  to  the  prime 
contractor,  but  the  Government  did  not  receive  any  compensation. 

Proposals  Not  Submitted  in  FAR  Table  15-2  Format.  When  prime 
contractors  are  required  to  submit  cost  and  pricing  data,  the  data 
are  to  be  submitted  on  Standard  Form  1411  along  with  supporting 
attachments  to  satisfy  the  FAR  instructions  and  appropriate  format 
of  table  15-2  in  FAR  subpart  15.804-6.  Table  15-2,  among  other 
things,  requires  a  listing  of  subcontract  items  showing 
nine  descriptive  elements  for  subcontracts  exceeding  $100,000. 
The  elements  are  source,  item,  quantity,  price,  type  of  contract, 
degree  of  competition,  basis  for  establishing  source  and 
reasonableness  of  price,  as  well  as  the  results  of  a  review  and 
evaluation  of  subcontract  proposals. 

Our  review  of  30  contract  proposals  disclosed  that  none  were  in 
table  15-2  format  as  required.  A  listing  or  bill  of  material  for 
subcontracted  items  was  included  in  all  except  one  proposal; 
however,  many  descriptive  elements  were  not  included  in  the 
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listing.  Usually  the  source,  item,  quantity,  and  price  were 
listed.  However,  25  of  30  contract  proposals  did  not  identify 
type  of  contract,  degree  of  competition,  or  basis  for  establishing 
source  and  reasonableness  of  price  (Appendix  C).  Additionally, 
none  of  the  30  identified  results  of  the  prime  contractors'  cost 
analyses.  A  properly  documented  bill  of  material  would  allow  the 
contracting  officer  to  identify  subcontracts  that  required 
contractor  analyses  or  Government  assist  audits.  Our  review 
disclosed  that  procurement  officials  who  chose  to  obtain  this 
information  usually  had  to  ask  for  it  separately.  With  this 
information  available  at  the  initial  proposal,  all  unanalyzed 
subcontract  proposals  would  be  identified  and  the  contracting 
officer  should  be  able  to  monitor  the  prime  contractor's  analyses 
progress  more  effectively.  Additionally,  the  need  for  potential 
assist  audits  would  be  identified  and  this  action  would  result  in 
more  timely  analyses.  These  analyses  would  then  be  available  to 
develop  a  Government  negotiation  position.  (See  Finding  C.  for 
further  discussion  of  the  use  of  Government  assist  audits.) 

Contractors  Analyze  Subcontracts  After  Government  and  Prime 
Contractor  Negotiations.  Our  audit  projected  that  prime 
contractors  did  not  perform  12.5  percent  of  the  required  cost 
analyses  of  subcontracted  items  until  after  the  Government  and 
prime  contractor  negotiations  were  conducted.  These  postaward 
analyses  are  in  noncompliance  with  FAR  subpart  15.806,  which 
requires  the  prime  contractor  to  perform  cost  analyses  of 
subcontract  proposals  and  submit  the  results  as  part  of  its  own 
cost  or  pricing  data  submission.  We  believe  that  this  situation 
was  caused,  in  part,  by  prime  contractors  not  identifying 
subcontract  proposals  that  require  analyses  early  in  the 
procurement  process.  We  projected  that  subcontracted  items  that 
were  analyzed  and  negotiated  after  Government  and  prime  contractor 
negotiations  accounted  for  $16.8  million  of  the  $94  million  in 
overpricing . 

Reopener  Clauses  Not  Included  in  Contracts.  A  reopener 
clause  provides  a  way  for  the  Government  and  prime  contractor  to 
share  in  cost  savings  negotiated  by  the  prime  contractor  with  its 
subcontractors.  A  reopener  clause  may  be  appropriate  when  the 
prime  contractor  has  not  negotiated  final  subcontract  prices. 
Reopener  clauses  allow  the  contract  price  to  be  adjusted  after 
award  of  the  prime  contract.  Although  our  audit  projected  that 
44.7  percent  of  proposed  noncompetitive  subcontract  items  were 
negotiated  by  the  contractor  after  reaching  agreement  on  a 
contract  price  with  the  Government,  we  found  only  one  contract, 
DAAE07-87-C-A001  with  Cummins  Engine  Co.,  with  a  reopener  clause 
(for  only  one  subcontract)  to  protect  the  Government's  interest. 
In  general,  decrement  factors  were  used  on  the  remaining  contract 
actions.  Decrement  factors  are  based  on  the  prime  contractor's 
historical  cost  paid  to  subcontractors.  They  represent  the 
difference  between  the  proposed  subcontract  cost  and  the  actual 
negotiated  cost  paid  by  the  prime  contractor.  Once  developed,  the 
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decrement  factor  is  applied  to  the  current  undef initized  costs 
proposed  by  the  subcontractor  to  obtain  a  reasonable  estimated 
price . 

The  reopener  clause  should  clearly  identify  the  amounts  and  which 
subcontracts  were  questionable  during  negotiations.  To  protect 
the  Government's  interest,  the  contracting  officer  should  include 
a  clause  similar  to  the  one  found  in  DoD  FAR  Supplement,  subpart 
215.806,  which  states; 

Promptly  upon  the  establishment  of  firm  prices  for 
each  of  the  subcontracts  listed  below,  the  Contractor 
shall  submit,  in  such  form  and  detail  as  the 
contracting  officer  may  reasonably  require,  a 
statement  of  costs  incurred  in  the  performance  of  such 
*  subcontract  and  the  firm  price  established  therefor. 

Thereupon,  notwithstanding  any  other  provisions  of 
this  contract  as  amended  by  this  modification,  the 
Contractor  and  the  Contracting  Officer  shall  negotiate 
an  equitable  adjustment  in  the  total  amount  paid  or  to 
be  paid  under  this  contract  to  reflect  such 
subcontract  price  revision.  The  equitable  adjustment 
shall  be  evidenced  by  a  modification  to  this  contract. 

Our  projections  show  that  fixed-price  contracts  exceeding 
$10  million  and  negotiated  in  FY  1987  were  overpriced  by 
$94  million.  Our  projected  overpricing  is  a  net  figure  that 
considers  the  Government's  negotiating  objectives  and  any 
decrement  factors  applied  by  contracting  officers  during 
negotiations.  It  appears  that  using  reopener  clauses  in 
contracts,  when  significant  subcontracts  have  not  been  negotiated, 
may  be  more  appropriate  than  using  decrement  factors.  For 

example,  on  Raytheon  Company  contract  DAAH01-86-C-0262,  the 
contracting  officer  applied  a  4.5-percent  decrement  factor  to 
undef initized  subcontract  items  proposed  at  $4,654,842  resulting 
in  a  negotiation  reduction  of  $209,468.  However,  the  contractor 
negotiated  an  additional  savings  of  $392,309  with  its 
subcontractors  on  those  items.  This  savings  was  not  passed  on  to 
the  Government.  The  same  situation  occurred  with  Boeing  Military 
Airplane  Company  contract  F34601-87-C^2269 .  The  contracting 
officer  applied  a  16.5-percent  decrement  factor  to  undef initized 
subcontract  items  proposed  at  $2,103,738  resulting  in  a 
negotiation  reduction  of  $347,117  on  the  contract.  However,  the 
contractor  was  still  able  to  negotiate  an  additional 
$193,579  savings  that  was  not  passed  on  to  the  Government. 

Preaward  Analysis  Reports  Should  Identify  Subcontracts 
Requiring  Cost  Analysis.  Field  pricing  reports,  including  DCAA's 
audit  reports  on  evaluation  of  an  initial  price  proposal,  should 
comment  on  and  identify  purchase  orders  or  subcontracts  exceeding 
$100,000  for  which  FAR  required  cost  analyses  had  not  been 
performed  by  the  prime  contractor.  Our  review  showed  that  20  of 
30  contracts  had  contractor  analyses  remaining  to  be  accomplished 
when  field  pricing  reports  were  submitted  (Appendix  D) .  However, 
the  unanalyzed  subcontract  cost  proposals  were  not  identified  in 
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12  of  the  20  field  pricing  reports.  DCAAM  7640.1, 

chapter  9-103. l.e.,  requires  coordination  between  the  plant 
representative  or  Administrative  Contracting  Officer  and  the  prime 
contract  auditor  in  arranging  for  any  supplementary  analysis  of 
subcontract  or  intracompany  proposals  by  the  prime  contractor  or 
Government  field  personnel.  Also,  the  DCAA  Audit  Program  for 
Price  Proposals  requires  the  prime  contract  auditor  to  determine 
whether  major  subcontractor  costs  have  been  evaluated  by  the  prime 
contractor  in  accordance  with  the  FAR.  Because  DCAA's  audit 
workpapers  contain  information  regarding  unanalyzed  subcontract 
proposals,  it  is  a  logical  step  for  DCAA  auditors  to  summarize  the 
information  in  their  preaward  analysis  reports.  The  following  are 
three  examples  of  this  type  of  information  being  included  in  DCAA 
Preaward  Evaluations. 

— DCAA  Audit  Report  No.  2401-6D2220 . OOISI : 

We  recommend  prior  to  Government  negotiations  with  the 
contractor  that  updated  quotations  be  obtained  for  the 
competitive  items  and  cost  or  pricing  data  (SF-1411) 
be  obtained  in  accordance  with  FAR  15.804-2(a)  for  the 
non-competitive  items  and  the  contractor  perform  a 
cost  or  pricing  analysis  on  the  current  data  in 
accordance  with  FAR  15.806(a)  or  a  Government  assist 
audit  be  obtained  with  FAR  15 .805-5 (a) ( i ) . 

— DCAA  Audit  Report  No.  2491-7A210044 ; 

We  recommend  that  the  contractor  be  required  to 
complete  and  provide  a  cost  or  price  analysis  of  the 
proposed  costs  to  the  Government  representative  prior 
to  negotiations,  as  required  by  FAR  15.806(a)  and  (b). 

— DCAA  Audit  Report  No.  2441-6C210309 ( 015 ) : 

(The  contractor  usually)  .  .  .  obtains  full  and 
complete  SF  form  1411 's  from  its  vendors  and  performs 
cost  and  price  analyses  as  required  by  FAR  15.806. 

Accordingly,  the  contractor  should  be  required,  prior 
to  negotiation  of  this  proposal,  to  obtain  the 
aforenoted  vendor  quote  data,  adjusted  to  reflect 
Contractor/Government  audit  evaluation  as  applicable. 

These  are  examples  of  the  type  of  information  that  we  believe 
should  be  provided  in  all  field  pricing  reports.  However,  we 
believe  the  reports  should  go  one  step  further  and  specifically 
identify  all  unanalyzed  subcontract  proposals.  Documenting 
subcontracts  and  purchase  orders  that  do  not  have  required  PAR 
analyses  would  inform  the  contracting  officer  and  other 
procurement  officials  of  FAR  required  analyses  that  may  not  have 
been  identified  in  the  prime  contractor's  proposal. 
Identification  of  unanalyzed  subcontract  costs  in  field  pricing 
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reports  should  lead  to  a  more  thorough  proposal  evaluation  and 
development  of  a  better  Government  negotiation  position  by  the 
contracting  officer. 

Contract  administration  offices  are  required  by  DLAM  8105.1, 
section  15.805  to  evaluate  and  incorporate  the  effect  of  DCAA 
audit  findings,  which  would  include  material  and  subcontract  cost 
elements,  into  comprehensive  pricing  reports.  The  reports,  which 
are  used  by  contracting  officers  to  develop  a  Government 
negotiating  position,  should  also  identify  subcontract  costs  where 
prime  contractors  have  not  performed  the  FAR  required  cost 
analyses . 

Preanalysis  Meetings  Not  Held  or  Documented.  DLA  contract 
administration  offices  were  responsible  for  18  of  the  30  contracts 
in  our  sample.  We  did  not  find  any  record  of  preanalysis  meetings 
being  conducted  and  documented  by  12  of  the  18  DLA  facilities 
(Appendix  E),  as  required  by  DLAM  8105.1,  section  15.805-11. 
Documentation  of  these  meetings  is  required  for  significant 
contract  actions  to  establish  a  review  and  evaluation  program  for 
contractor  proposals,  to  readily  identify  subcontracts  requiring 
contractor  analyses  or  Government  assist  audits,  and  to  establish 
the  party  responsible  for  ensuring  coverage  of  the  area.  In 
establishing  the  program,  DLA  personnel  are  supposed  to  coordinate 
with  the  contract  auditor  and  technical  specialists  and  discuss 
how  to  minimize  duplication  of  analysis  efforts.  If  these 
meetings  are  not  held  or  if  they  are  held,  but  not  documented, 
management  cannot  be  assured  that  an  adequate  proposal  evaluation 
was  conducted.  A  preanalysis  meeting  is  another  way  for  early 
identification  and  subsequent  monitoring  of  subcontracts  requiring 
contractor  analyses.  Although  Navy  and  Air  Force  regulations 
require  coordination  of  efforts  among  procurement  personnel,  there 
is  no  specific  requirement  for  documenting  preanalysis  meetings. 
However,  we  observed  ample  evidence  that  coordination  was  taking 
place  among  personnel,  and  therefore,  we  believe  that  a 
recommendation  to  Navy  or  Air  Force  is  not  required. 

RECOMMENDATIONS  FOR  CORRECTIVE  ACTION 

1.  We  recommend  that  the  Assistant  Secretary  of  Defense 
(Production  and  Logistics)  issue  a  policy  memorandum  to  Military 
Departments  and  Defense  agencies  emphasizing  the  need  for 
contracting  officers  to  require  prime  contractors  to; 

a.  Submit  proposals  in  Federal  Acquisition  Regulation 
table  15-2  format, 

b.  Obtain  results  of  prime  contractor's  cost  analyses 
before  negotiations,  and 

c.  Take  action  to  protect  the  interest  of  the  Government 
when  subcontract  costs  are  undef initized  at  the  time  of  contract 
price  negotiations  on  fixed-price  contracts.  These  actions  should 
include  applying  decrement  factors  to  the  proposed  price  of 
undef initized  subcontracts,  using  negotiated  reopener  clauses 
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when  substantial  subcontract  costs  have  not  been  negotiated  before 
agreement  on  price,  or  delaying  contract  negotiations  until 
significant  subcontracts  have  been  negotiated. 

2.  We  recommend  that  the  Assistant  Secretary  of  Defense 
(Production  and  Logistics)  report  as  material  internal  control 
weaknesses  in  the  annual  Statement  of  Assurances  the  noncompliance 
with  the  Federal  Acquisition  Regulation  and  DoD  FAR  Supplement 
regarding  prime  contractor  cost  analyses  of  subcontract  price 
proposals  and  track  the  deficiencies  using  procedures  established 
in  DoD  Directive  5010.38,  "Internal  Management  Control  Program," 
April  14,  1987. 

3.  We  recommend  that  the  Director,  Defense  Contract  Audit 
Agency,  issue  guidance  establishing  a  requirement  that  Audit 
Reports  on  Evaluation  of  Initial  Price  Proposal  identify  purchase 
orders  and  subcontracts  exceeding  $100,000,  for  which  the  Federal 
Acquisition  Regulation  required  cost  analyses  have  not  been 
performed  by  the  prime  contractor. 

4.  We  recommend  that  the  Director,  Defense  Logistics  Agency, 
issue  a  policy  memorandum  to  financial  services  personnel 
emphasizing  the  requirement  to  conduct  and  document  preanalysis 
meetings,  which  establish  the  party  responsible  for  analysis  of 
each  proposed  cost  element. 

MANAGEMEMT  COMMENTS 

Assistant  Secretary  of  Defense  (Production  and  Logistics). 
The  Assistant  Secretary  of  Defense  (Production  and  Logistics) 
nonconcurred  with  draft  Recommendations  A.l.a.,  A.l.b.,  A.l.c., 
A.l.d.,  and  A. 2.  He  indicated  that  there  was  no  need  to  emphasize 
the  submission  of  price  proposals  in  Federal  Acquisition 
Regulation  (FAR)  table  15-2  format  because  of  an  August  1989 
revision  to  the  FAR,  which  clarified  the  types  of  information 
prime  contractors  must  submit.  Also,  he  stated  that  recent 
emphasis  on  subcontract  pricing  was  sufficient.  The  Assistant 
Secretary  felt  that  further  emphasis  at  this  point  was  not 
warranted  because  policy  memorandums  issued  in  November  1985  and 
April  1987  had  restated  the  FAR  requirement  that  contracting 
officers  obtain  prime  contractor  analyses  of  subcontract  cost  or 
pricing  data  and  revisions  to  FAR  15.8  had  clarified  the 
Government's  and  prime  contractor's  role  in  subcontract  pricing. 
He  believed  that  current  regulations  and  a  memorandum  issued  from 
his  office  in  April  1987  provide  appropriate  emphasis  on  the  use 
of  decrement  factors.  The  Assistant  Secretary  further  indicated 
that  the  use  of  reopener  clauses  would  significantly  delay  the 
negotiation  of,  or  eliminate  the  use  of  firm-fixed-price 
contracts.  Finally,  the  Assistant  Secretary  stated  that  we  had 
not  identified  a  material  internal  control  weakness  because  the 
reported  problems  were  known  and  not  new,  and  he  believed  that  had 
we  reviewed  more  recent  contract  actions,  the  results  would  be 
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significantly  different  because  of  increased  emphasis  placed  on 
the  issues.  The  full  text  of  the  Assistant  Secretary's  comments 
is  in  Appendix  J. 

Defense  Contract  Audit  Agency.  The  Defense  Contract  Audit 
Agency  personnel  concurred  in  principle  with  Recommendation  A. 3., 
stating  that  they  will  issue  guidance  establishing  a  requirement 
that  Audit  Reports  on  Evaluation  of  Initial  Price  Proposals 
identify  purchase  orders  and  subcontracts  for  which  the  FAR 
15.806-2(a)  required  cost  analyses  have  not  been  performed  by  the 
prime  contractor,  i.e.,  purchase  orders  or  subcontracts  estimated 
at  $1,000,000  or  more,  or  both  more  than  $100,000  and  more  than  10 
percent  of  the  prime  contractor's  proposed  price.  The  complete 
text  of  the  Defense  Contract  Audit  Agency  comments  is  in 
Appendix  O. 

Defense  Logistics  Agency.  The  Defense  Logistics  Agency  (DLA) 
partially  concurred  with  Recommendation  A. 4.,  stating  that  a 
policy  memorandum  will  be  issued  to  Financial  Services  personnel 
emphasizing  the  requirement  to  conduct  and  document  preanalysis 
meetings.  Planned  corrective  action  was  estimated  to  be  completed 
by  December  21,  1989.  The  full  text  of  the  DLA  comments  is  in 
Appendix  P. 

AUDIT  RESPONSE  TO  MANAGEMENT  COMMENTS 


Assistant  Secretary  of  Defense  (Production  and  Logistics). 
During  the  audit,  we  were  fully  aware  of  the  policy  memorandums  of 
November  1985  and  April  1987  as  well  as  revisions  and 
clarifications  to  the  FAR  and  DFARS.  However,  we  believe  that  the 
conditions  that  we  reported  for  the  contract  pricing  actions  of 
fiscal  year  1987  continue  to  exist  today.  Based  on  our 
discussions  with  contracting  officers  during  the  audit,  which 
ended  in  May  1989,  we  perceived  that  many  contracting  officers 
were  still  unaware  of,  or  unwilling  to  enforce,  the  current  FAR  or 
DFARS  requirements.  During  the  audit,  we  asked  contracting 
officers  if  they  required  prime  contractors  to  submit  their 
proposals  in  FAR  table  15-2  format.  Some  contracting  officers  had 
to  refer  to  the  FAR  to  see  what  format  we  were  citing.  One 
contracting  officer,  in  September  1988,  indicated  that  this  was 
"the  first  time  he  had  seen  that  (Table  15-2  format),  but  if  you 
waited  for  the  contractor  to  provide  that  data,  you  would  never 
complete  negotiations."  Due  to  staffing  problems  not  all  prime 
contractor  personnel  performed  the  required  analyses  prior  to 
negotiations . 

Many  problems  identified  in  our  report  are  the  result  of 
noncompliance  with  the  FAR  and  DFARS,  e.g.,  submitting  proposals 
in  table  15-2  format  and  obtaining  results  of  prime  contractor 
cost  analyses  prior  to  negotiations.  We  do  not  believe  that 
recent  FAR  and  DFARS  clarifications  alone  will  make  contracting 
officers  and  prime  contractors  comply  with  these  regulations. 
Although  increased  emphasis  during  estimating  systems  surveys  may 
improve  compliance,  we  believe  that  contracting  officers' 
enforcement  of  the  FAR  and  DFARS,  on  an  individual  contract  basis. 
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will  lead  to  significant  improvements  in  the  area  of  subcontract 
pricing.  Therefore,  we  maintain  that  Recommendations  A.l.a.  and 
A.l.b.  are  still  correct  as  written.  Regarding  decrement  factors 
and  reopener  clauses,  these  "tools"  have  always  been  available  to 
contracting  officers  when  subcontract  prices  are  undef initized. 
However,  we  feel  that  their  use  needs  to  be  emphasized  because 
contracting  officers  applied  decrement  factors  for  only  16  of  the 
30  sample  contracts,  and  only  1  contract  contained  a  reopener 
clause  for  a  single  subcontract.  Nevertheless,  prime  contracts 
were  still  overpriced  by  $94  million. 

Further,  the  September  20,  1989,  addition  of  FAR  15.806-2(e), 
which  addresses  excusing  contractors  from  submitting  subcontractor 
cost  or  pricing  data  and  the  required  analysis,  suggests 

.  steps  will  be  taken  to  protect  the  interest  of  the 
Government;  e.g.,  include  a  contract  clause  that  provides  for 
negotiating  an  adjustment  to  the  prime  contract  amount  after 
award."  Our  intention  in  making  draft  report  Recommendations 
A.l.c.  and  A.l.d.  was  to  provide  emphasis  on  possible  measures  to 
protect  the  interest  of  the  Government.  As  such,  we  have  combined 
draft  Recommendation  A.l.d.  into  Recommendation  A.l.c.  and  have 
reworded  Recommendation  A.l.  to  the  report.  We  still  believe  that 
Recommendation  A.l.c.  is  valid  and  request  the  Assistant  Secretary 
reconsider  his  position  in  issuing  a  single  policy  memorandum  that 
addresses  Recommendations  A.l.a.,  A.l.b.  and  A.l.c. 

The  Assistant  Secretary's  response  to  Recommendation  A. 2  indicates 
that  we  have  not  identified  a  material  internal  control  weakness 
because  the  problems  identified  in  our  report  are  not  new  and  were 
previously  known,  and  that  policy  memorandums  have  already  been 
issued  to  deal  with  the  problems.  We  disagree  with  the  Assistant 
Secretary's  position.  Based  on  our  previously  discussed 
perception  of  the  current  contracting  environment  as  related  to 
subcontract  pricing  and  the  significance  of  subcontract  costs,  we 
believe  that  noncompliance  with  current  policy  continues  and  such 
noncompliances  are  material  internal  control  weaknesses. 
Therefore,  we  request  that  the  Assistant  Secretary  reconsider  his 
position  to  Recommendation  A. 2. 

Defense  Contract  Audit  Agency.  We  believe  that  DCAA's 
planned  action  would  be  a  step  in  the  right  direction.  However, 
we  feel  that  establishing  thresholds  at  the  FAR  15. 806-2 (a)  level 
allows  for  too  many  unanalyzed  subcontracts  to  remain  unidentified 
to  the  Procurement  Contract  Officer  (PCO).  Further,  FAR  15.806-2 
also  requires  the  prime  contractor  to  submit  subcontractor  cost  or 
pricing  data  as  well  as  results  of  their  cost  analyses.  DCAA's 
proposed  guidance  does  not  address  failure  to  provide 
subcontractor  cost  or  pricing  data. 

FAR  15. 806-1 (b)  requires  prime  contractors  who  are  required  to 
submit  cost  or  pricing  data  to  obtain  cost  or  pricing  data  for  all 
subcontracts  or  purchase  orders  expected  to  exceed  $100,000.  FAR 
15.806-l(a) (2)  requires  prime  contractors  to  cost  analyze  and 
provide  the  results  of  their  cost  analyses  as  part  of  their  own 
cost  or  pricing  data  submission  for  all  items  identified  by  FAR 
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15.806-l(b).  During  our  audit,  we  reviewed  627  proposed 
noncompetitive  subcontracts.  Our  audit  disclosed  that 
434  subcontracts,  or  69  percent,  were  proposed  between  $100,000 
and  $1  million.  Since  all  the  contracts  in  our  sample  were  valued 
at  or  above  $10  million,  application  of  DCAA's  proposed  guidance 
would  not  provide  comments  to  the  PCO  on  a  significant  portion  of 
the  proposed  subcontracts  when  DCAA  audit  workpapers  contain  the 
information.  We  believe  that  when  all  members  of  DoD's  contract 
negotiation  "team,"  which  includes  the  PCO,  the  administrative 
contracting  officer  and  DCAA  auditors,  work  together,  the  best 
possible  contract  price  will  be  negotiated.  With  subcontract 
costs  estimated  to  comprise  over  50  percent  of  today's  prime 
contract  costs,  we  believe  that  DCAA  should  be  required  to 
identify  unanalyzed  subcontract  costs  at  the  threshold  established 
by  FAR  15.806-1,  i.e.,  estimated  at  or  above  $100,000,  in  its 
price  proposal  reports,  rather  than  withhold  information  that 
should  be  readily  available  from  DCAA  audit  workpapers. 
Identification  of  unanalyzed  subcontract  costs  estimated  at  or 
above  $100,000  will  provide  additional  assistance  to  the  PCO  in 
performing  his  or  her  duties  and  will  work  to  the  benefit  of  the 
Government  in  negotiating  better  prices  with  the  prime 
contractor.  It  will  also  assist  the  PCO  in  making  an  informed 
decision  regarding  the  need  to  apply  decrement  factors  or  reopener 
clauses.  Therefore,  we  believe  that  Recommendation  A. 3.  is  still 
valid  as  written  and  request  that  the  Defense  Contract  Audit 
Agency  reconsider  its  position  in  responding  to  the  final  report. 

Defense  Logistics  Agency.  DLA's  planned  action  is  responsive  to 
the  intent  of  the  finding  and  recommendation. 


B.  Analysis  of  Competitive  Subcontractor  Proposals 


FINDING 


Contracting  officers  were  not  always  aware  of  prime  contractor 
analyses  of  competitive  subcontract  proposals.  This  occurred 
because  the  FAR  and  the  DFARS  do  not  require  cost  analyses  of 
competitive  subcontracts.  Prime  contractors  also  did  not  apply 
decrement  factors  to  competitively  proposed  subcontracts.  As  a 
result,  prime  contractors'  negotiated  savings  of  $13.3  million  in 
competitive  subcontract  costs  were  not  passed  on  to  the 
Government . 

DISCDSSION  OF  DETAILS 

Background.  The  DFARS  subpart  215.806(4)  states  that 
contracting  officers  are  responsible  for  determining  the 
reasonableness  of  the  prime  contract  price  and  the  subcontract 
costs  included  in  the  prime  contract  price.  Where  adequate  price 
competition  exists,  receipt  and  evaluation  of  cost  and  pricing 
data  are  not  required  because  competition  is  supposed  to  provide 
the  best  possible  price.  However,  in  some  competitive 
subcontracts,  competition  is  not  always  effective  in  determining 
the  price.  In  these  cases,  the  prime  contractor  attempts  to 
negotiate  a  lower  price  with  the  subcontractor,  often  after 
completing  negotiations  with  the  Government.  Prime  contractors 
may  also  obtain  lower  prices  by  asking  their  competing 
subcontractors  for  the  best  and  final  offers.  While  negotiations 
of  subcontract  prices  have  been  traditionally  associated  with 
noncompetitive  proposals,  many  prime  contractors  have  now 
established  a  practice  of  attempting  to  reduce  prices  of 
competitively  proposed  items.  In  order  to  ensure  that  the 
Government  pays  a  fair  and  reasonable  price  on  competitive 
subcontracts,  the  contracting  officer  should  try  to  protect  the 
Government's  interests  when  it  knows  that  the  prime  contractor  has 
a  policy  or  practice  of  negotiating  competitive  quotes.  Such 
measures  include  contract  reopener  clauses,  decrement  factors,  or 
a  delay  in  holding  contract  negotiations.  (Reopener  clauses  and 
decrement  factors  were  described  in  Finding  A. ) 

Details  of  Audit.  In  our  sampled  contracts,  we  reviewed 
144  competitive  subcontracts,  proposed  at  $56.5  million,  which 
were  undef initized  at  the  time  the  prime  contractor  and  Government 
agreed  on  a  fixed  contract  price.  Based  on  our  statistical 
sample,  we  estimate  that  1,441  subcontracts,  valued  at 
$975  million,  were  proposed  by  prime  contractors  in  FY  1987  based 
on  undef initized  competitive  quotes  at  the  time  of  contract  price 
negotiations  with  the  Government.  We  compared  the  quoted 
subcontract  costs  proposed  to  the  Government  with  actual  purchase 
prices  subsequently  paid  by  prime  contractors.  Our  sample  showed 
that  prime  contractors  subsequently  realized  cost  savings  of 
$802,876  by  obtaining  price  reductions  on  47  of  the 
144  undef initized  competitive  quotes.  Based  on  our  sample,  we 
projected  that  prime  contractors  realized  price  reductions  on 
31.4  percent  of  their  competitively  proposed  subcontracts.  Price 
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reductions  were  achieved  by  negotiating  lower  prices  or  obtaining 
price  reductions  by  asking  for  best  and  final  offers  or  changing 
purchase  quantities  or  vendors.  We  estimate  that  prime 
contractors  saved  $13.3  million  on  fixed-price  contracts  of 
$10  million  or  more  negotiated  in  FY  1987.  None  of  these  savings 
was  passed  on  to  the  Government. 

We  found  that  15  of  the  22  prime  contractors  had  a  practice  of 
attempting  to  obtain  price  reductions  from  competitive 
subcontractors.  The  various  methods  used,  and  the  contractors  who 
used  them,  to  obtain  price  reductions  are  shown  in  Appendix  F. 
Further,  3  of  the  15  contractors  had  a  written  policy  that 
required  negotiating  lower  prices  on  competitive  quotes  and 
catalog  prices. 

Analysis  and  Negotiation  of  Competitive  Quotes.  Acquisition 
regulations  do  not  require  prime  contractors  to  perform  cost  or 
price  analysis  of  subcontract  cost  that  is  based  on  adequate  price 
competition  or  established  commercial  catalog  and  market  prices. 
Our  audit  disclosed  that  9  prime  contractors  used  the  results  of 
cost  analyses  or  price  analyses  in  attempting  to  negotiate  lower 
prices  on  20  competitive  subcontracts  with  a  proposed  value  of 
$9,517,722.  The  contractors  were  successful  in  negotiating  lower 
prices  on  16  subcontracts  at  net  savings  of  $324,657.  However, 
the  Government  did  not  benefit  from  the  savings  because  the 
subcontracts  were  negotiated  after  the  prime  contractor  and  the 
Government  had  agreed  on  a  firm-fixed  contract  price.  The 
Government  contracts  with  prime  contractors  did  not  include 
reopener  clauses  to  allow  the  Government  to  share  in  the 
subsequent  savings. 

Use  of  Best  and  Final  Offers.  Prime  contractors  frequently 
attempted  to  obtain  price  reductions  from  their  competitive 
subcontractors  by  asking  them  for  best  and  final  offers  (i.e.,  the 
lowest  possible  price).  Although  subcontractors  are  not  obligated 
to  reduce  their  prices,  some  do  so.  When  the  prime  contractor 
receives  best  and  final  offers  at  lower  than  previously  proposed 
prices,  after  agreeing  with  the  Government  on  a  fixed-price 
contract,  only  the  prime  contractor  benefits  from  the  savings. 

Our  audit  showed  that  5  prime  contractors  requested  best  and  final 
offers  on  17  subcontracts  that  were  proposed  based  on  competitive 
quotes  at  the  time  of  contract  price  negotiations.  Although  many 
subcontractors  did  not  reduce  their  prices,  when  they  did  reduce 
them  prime  contractors  realized  savings.  For  example,  on  contract 
N00024-87-C-6052,  Honeywell,  Underseas  Systems  Division,  realized 
a  net  savings  of  $235,549  by  obtaining  best  and  final  offers  from 
2  subcontractors  for  12  parts  that  were  proposed  to  the  Government 
based  on  competitive  quotes  totaling  $3,708,319.  This 
$235,549  savings  include  a  6.2-percent  decrement  factor  applied  by 
the  contracting  officer  to  the  bill  of  material  items  for  which 
purchase  orders  had  not  been  issued.  The  prime  contractor  would 
have  realized  a  $465,531  savings  if  the  contracting  officer  had 
not  applied  the  6.2-percent  decrement  in  developing  a  negotiating 
objective  to  protect  the  Government's  interest.  However,  the 


Government's  interests  may  have  been  protected  better  by  using  a 
reopener  clause  when  significant  subcontract  costs  were  not 
definitized  at  the  time  of  prime  contract  price  negotiations. 

Other  Contractor  Savings.  We  found  that  two  prime 
contractors  obtained  lower  quotes  from  additional  vendors  on 
two  subcontracts.  These  quotes  were  obtained  subsequent  to 
agreement  with  the  Government  on  a  firm-fixed  contract  price.  The 
lower  quotes  resulted  in  a  cost  savings  of  $61,752  to  the  prime 
contractors.  We  also  found  two  prime  contractors  that  purchased 
larger  than  proposed  quantities  on  five  subcontracts  and  received 
lower  unit  prices.  The  reduction  in  unit  prices  resulted  in  a 
cost  savings  of  $35,733  to  the  prime  contractor.  The  Government 
did  not  receive  any  benefit  in  either  situation. 

Dual-Sourced  Parts.  To  develop  competition,  to  ensure 
product  quality,  and  to  meet  delivery  schedules,  prime  contractors 
often  split  their  procurements  of  a  particular  part  among  two  or 
more  subcontractors.  The  audit  disclosed  that  prime  contractors 
vary  in  their  treatment  of  when  to  perform  cost  or  price  analyses 
of  subcontractor  proposals  in  a  dual-sourced  purchase  arrange¬ 
ment.  Most  contractors  believe  that  because  prices  are  driven  by 
competition,  a  cost  analysis  is  not  required.  Based  on  our 
statistical  sample,  we  projected  that  prime  contractors  proposed 
$1.04  billion  in  subcontracted  materials  to  be  placed  as 
dual-source  procurements.  This  projection  applied  to  fixed-price 
contracts  negotiated  at  $10  million  or  more  in  FY  1987.  From  this 
$1.04  billion  universe,  we  projected  that  $602.6  million  was 
negotiated  or  definitized  by  the  prime  contractor  and  its 
subcontractor  after  the  prime  contractor  and  Government  had  agreed 
on  a  firm-fixed-price  contract.  The  audit  also  showed  that  prime 
contractors  realized  cost  savings  on  dual-source  proposed  parts  by 
negotiating  with  their  subcontractors  or  changing  the  percentage 
split  among  subcontractors.  Since  this  occurred  after  agreement 
on  a  fixed  price  with  the  Government,  only  the  prime  contractor 
received  the  benefits.  Based  on  our  statistical  sample,  we 
estimate  these  savings  to  be  $4.96  million  above  the  Government's 
negotiating  position.  These  savings  were  not  passed  on  to  the 
Government.  Because  prime  contractors  treat  individual  dual¬ 
source  subcontractors  as  either  noncompetitive  or  competitive,  we 
have  not  made  separate  recommendations  addressing  dual-source 
subcontracted  parts.  We  believe  that  the  recommendations  for 
noncompetitive  and  competitive  proposed  items  made  in  Finding  A 
and  in  this  finding  should  correct  the  deficiency. 

Protecting  the  Government's  Interests.  Contracting  officers 
must  try  to  protect  the  Government's  interests  when  negotiating 
fixed-price  contracts  with  prime  contractors  who  have  policies  or 
practices  of  obtaining  price  reductions  to  competitive  quotes  or 
dual-sourced  parts  through  traditional  negotiations,  asking  for 
best  and  final  offers,  or  other  means.  Identifying  contractors 
who  attempt  to  obtain  price  reductions  on  competitive  quotes 
should  begin  with  contractor  and  DCAA  estimating  system  surveys. 
The  current  DCAA  Audit  Program  for  Estimating  Systems  Surveys, 
section  IV.H.3.a.,  requires  the  auditor  to  determine  whether 
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competitive  bids  are  solicited  to  obtain  effective  competition. 
Section  IV.H.3.j.  states  that  a  determination  be  made  as  to 
whether  price  reductions  from  vendors  are  considered  in  price 
estimates.  DCAA  preaward  evaluations  of  prime  contractor  price 
proposals  usually  develop  and  suggest  the  application  of  a 
decrement  factor  to  undef initized  quotes  without  distinguishing 
between  noncompetitive  and  competitive  items.  We  believe  that 
contracting  officers  apply  this  decrement  to  noncompetitive  quotes 
only,  because  they  believe  that  competitively  quoted  items  are  not 
further  reduced.  Our  position  is  supported  by  the  findings  in 
House  Report  100-1026  as  discussed  in  Part  I  of  this  report. 

To  ensure  that  contracting  officers  are  aware  of  prime  contractors 
who  obtain  price  reductions  on  competitive  quotes,  the  DCAA 
estimating  system  surveys  should  indicate  whether  contractors  have 
written  policies  or  actual  practices  of  obtaining  price  reductions 
from  competitive  quotes.  We  believe  contracting  officers  would 
then  be  aware  of  contractors'  practices  when  reviewing  the 
estimating  systems  report  before  developing  a  negotiation 
position,  and  they  would  be  better  informed  on  the  base  costs  upon 
which  to  apply  a  decrement.  When  contracting  officers  know  that  a 
contractor  has  a  practice  of  obtaining  price  reductions  to 
competitive  quotes  and  the  undef initized  competitive  subcontract 
costs  are  significant,  contracting  officers  should  consider 
delaying  negotiations  until  major  subcontracts  are  negotiated, 
using  a  contract  reopener  clause  as  described  in  Finding  A,  or 
using  a  decrement  factor. 

RECOMMENDATIONS  FOR  CORRECTIVE  ACTIONS 

1.  We  recommend  that  the  Assistant  Secretary  of  Defense 
(Production  and  Logistics)  include  coverage  of  competitive  and 
dual-source  items  in  the  policy  memorandum  issued  to  the  Military 
Departments  and  Defense  agencies  in  response  to  Recommendation  1 
to  Finding  A.  The  policy  memorandum  should  emphasize  the  need  for 
contracting  officers  to  require  prime  contractors  to  submit 
proposals  in  Federal  Acquisition  Regulation  table  15-2  format, 
obtain  results  of  prime  contractor's  cost  analyses  before 
negotiations,  and  apply  decrement  factors  to  noncompetitive, 
competitive,  and  dual-source  proposed  parts  whenever  the 
contractor  has  a  history  of  negotiating  lower  prices  with  its 
subcontractors  and  the  proposed  subcontract  costs  are  not 
significant.  The  policy  memorandum  should  encourage  the  use  of 
negotiated  reopener  clauses  in  firm-fixed-price  contracts  where 
substantial  subcontract  costs  have  not  been  negotiated  before 
agreement  on  price,  or  consider  delaying  contract  negotiations 
until  these  subcontracts  have  been  negotiated. 

2.  We  recommend  that  the  Director,  Defense  Contract  Audit 
Agency,  expand  its  audit  guidance  for  surveys  of  contractor 
estimating  systems  and  price  proposal  reports  to  include  specific 
identification  in  reports  of  the  applicability  of  decrement 
factors  to  both  competitive  and  noncompetitive  quotes  that  remain 
undef initized  at  the  time  of  contract  price  negotiations. 
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MANAGEMENT  COMMENTS 

Assistant  Secretary  of  Defense  (Production  and  Logistics).  The 
Assistant  Secretary  of  Defense  (Production  and  Logistics) 
nonconcurred  with  Recommendation  B.l.  stating  that  cost  or  pricing 
data  are  not  required  on  competitive  contracts  and  are  obtained  on 
dual-source  contracts  only  when  adequate  price  competition  is 
lacking.  The  Assistant  Secretary  also  indicated  that  amendments 
to  the  PAR  in  August  1989  and  the  DFARS  in  March  and  May  1989 
clarified  the  existing  coverage  on  adequate  price  competition,  the 
role  the  Government  and  its  prime  contractors  play  in  pricing  of 
subcontracts,  and  the  use  of  historical  vendor  pricing 
information.  Based  on  recent  changes  to  the  FAR  and  DFARS  and 
his  response  to  Recommendation  A.I.,  the  Assistant  Secretary 
believes  current  coverage  is  appropriate  and  further  emphasis  at 
this  point  is  not  warranted.  The  full  text  of  the  Assistant 
Secretary's  comments  is  in  Appendix  J. 


Defense  Contract  Audit  Agency.  The  Defense  Contract  Audit  Agency 
nonconcurred  with  Recommendation  B.2.  stating  that  it  is  currently 
providing  information  in  relation  to  contractors  who  negotiate 
competitive  or  dual-source  quotes  through  their  use  of  decrement 
factors.  A  decrement  factor  is  developed  as  part  of  DCAA's  review 
of  a  contractor's  estimating  system.  This  decrement  factor  is 
used  in  its  proposal  evaluation.  The  decrement  factor  considers 
both  competitive  and  noncompetitive  subcontracts.  Details 
supporting  the  decrement  factors  are  presented  in  both  estimating 
system  survey  reports  and  price  proposal  reports.  The  full  text 
of  the  Defense  Contract  Audit  Agency  comments  is  in  Appendix  O. 

AODIT  RESPOMSE  TO  MANAGEMEMT  COMMENTS 

Assistant  Secretary  of  Defense  (Production  and  Logistics).  The 
Assistant  Secretary's  response  is  misleading  and  does  not  address 
the  intent  of  our  finding.  The  thrust  of  the  Assistant 
Secretary's  response  dealt  with  the  adequacy  of  competition  and 
subcontract  pricing  when  cost  or  pricing  data  are  required.  Our 
intent  was  to  make  contracting  officers  aware  of  contractor 
practices  of  obtaining  lower  than  proposed  prices  on  competitive 
and  dual-source  subcontracts  and,  that  when  these  practices  exist, 
actions  need  to  be  taken  to  protect  the  Government's  interests. 
Traditionally,  competitive  and  dual-source  subcontracts  costs  have 
been  accepted  by  the  Government  as  proposed  by  the  prime 
contractor,  based  on  the  belief  that  competition  would  deliver  the 
best  price.  Our  audit  disclosed  that  competitive  and  dual-source 
subcontracts  were  accepted  as  proposed  in  negotiations  with  10  of 
15  prime  contractors  who  used  various  practices  for  obtaining 
price  reductions  on  competitive  quotes  after  negotiations  were 
completed.  Only  five  contracting  officers  applied  a  specific 
decrement  factor  to  subcontracts  based  on  competitive  quotes. 
Because  contracting  officers  were  unaware  of  contractor  practices, 
or  did  not  adequately  protect  the  Government's  interests,  prime 
contractors  were  able  to  reduce  proposed  and  accepted  competitive 
prices  by  a  projected  $13.3  million.  Amendments  to  the  FAR  and 
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DFARS/  as  well  as  other  policy  memorandums  issued  over  the  past 
3  years,  have  not  placed  the  proper  emphasis  on  what  we  believe  is 
a  recent  trend  among  prime  contractors,  i.e.,  obtaining  price 
reductions  on  competitive  or  dual-sourced  subcontracts. 
Therefore,  we  believe  that  Recommendation  B.l.  is  still  correct  as 
written  and  request  the  Assistant  Secretary  to  reconsider  his 
position  by  responding  to  the  final  report. 

Defense  Contract  Audit  Agency.  We  agree  with  the  Defense 
Contract  Audit  Agency  (DCAA)  comments  regarding  the  development 
and  presentation  of  decrement  factor  information  in  estimating 
system  survey  reports  and  price  proposal  reports.  However,  as 
discussed  in  Finding  B,  DCAA  price  proposal  reports  suggest  the 
application  of  a  decrement  factor  to  undef initized  quotes,  without 
distinguishing  between  noncompetitive  and  competitive  items.  We 
still  believe  that  contracting  officers  apply  this  decrement 
factor  only  to  noncompetitive  quotes  because  they  believe  that 
competitively  quoted  items  are  not  further  reduced.  Of  the 
16  contracts  where  the  contracting  officer  applied  a  decrement 
factor  during  negotiations,  only  6  contracting  officers 
specifically  applied  a  decrement  to  competitive  quotes.  However, 
prime  contractors  realized  savings  on  competitive  quotes  for  8  of 
these  16  contracts.  We  believe  that  the  Defense  Contract  Audit 
Agency  should  indicate  in  both  their  estimating  system  survey 
reports  and  price  proposal  reports  that  the  decrement  factor 
should  be  applied  to  undef initized  competitive  and  noncompetitive 
quotes  as  applicable,  rather  than  only  to  "undef initized 
quotes."  This  additional  information  should  put  contracting 
officers  in  a  better  position  during  contract  price 
negotiations.  Recommendation  B.2.  has  been  reworded  for  the  final 
report  and  expanded  to  make  it  more  specific.  We  request  that  the 
Defense  Contract  Audit  Agency  reconsider  its  position  to  the 
revised  Recommendation  B.2.  by  responding  to  the  final  report. 
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C.  Government  Assist  Audits  Published  After  Contract  Price 
Negotiations 


FINDING 

The  Government  made  audits  of  subcontract  proposals  for  which  it 
did  not  receive  any  benefits.  This  situation  occurred  because 
contracting  officers  did  not  always  follow  up  with  DCAA  on 
outstanding  assist  audit  reports  before  reaching  the  final 
agreement  on  contract  price  or  they  did  not  delay  negotiations 
pending  assist  audit  results  for  subcontract  costs.  Also, 
contracting  officers  requested,  and  DCAA  performed,  assist  audits 
after  the  prime  contractor  and  the  Government  agreed  on  a  firm- 
fixed  contract  price.  In  these  situations,  contracting  officers 
wasted  DoD  contract  audit  resources.  As  a  result,  we  projected 
that  DCAA  performed  76  assist  audits  costing  $169,742  in  audit 
resources,  which  had  potential  benefits  to  the  prime  contractor, 
but  the  Government  did  not  receive  any  benefits. 

DISCUSSION  OF  DETAILS 


Background.  Assist  audit  reports  are  intended  to  provide  the 
contracting  officer  a  detailed  analysis  of  subcontractor  proposals 
to  determine  the  reasonableness  of  the  total  proposed  contract 
price,  to  develop  prenegotiation  objectives  and  to  negotiate  the 
contract.  DFARS  subpart  215.806(c)(6)  provides  a  contract  clause 
that  may  be  used  for  subsequent  redetermination  of  contract  cost 
for  subcontracts  not  negotiated  when  the  prime  contractor  and  the 
Government  agreed  on  contract  price.  The  use  of  assist  audits  is 
essential  for  the  contracting  officer  to  protect  the  Government's 
interest  in  contract  negotiations. 

We  reviewed  the  use  of  results  from  the  152  assist  audits 
performed  for  30  fixed-price  contracts  in  our  statistical 
sample.  Our  sample  included  19  assist  audits  (Appendix  H) 
published  after  the  prime  contractor  and  Government  had  agreed  on 
a  fixed-price  contract.  The  Government  wasted  DoD  contract  audit 
resources  in  performing  these  audits,  and  received  no  benefit  from 
these  19  assist  audits.  However,  we  found  that  the  use  of  results 
from  three  assist  audits  contributed  toward  a  prime  contractor's 
savings  of  $538,869  when  compared  to  the  Government's  negotiation 
position.  Based  on  our  sample,  we  projected  that  the  Government 
did  not  receive  any  benefit  from  76  of  the  1,140  assist  audits 
performed  by  DCAA  on  FY  1987  fixed-price  contracts  of  at  least 
$10  million.  However,  prime  contractors  often  used  results  of 
assist  audits  in  their  subcontract  negotiations. 

Assist  Audits  Requested  Before  But  Published  After  Contract 
Negotiation.  Our  sample  showed  that  7  of  the  19  assist  audits 
published  after  contract  price  negotiations  were  requested  before 
negotiations.  These  seven  audits  cost  DCAA  $15,109  to  perform. 
Based  on  our  statistical  sample,  we  projected  that  53  assist 
audits,  costing  DCAA  $114,396  in  audit  resources,  did  not  benefit 
the  Government  because  the  audit  results  were  published  after 
contract  negotiations.  We  reviewed  prenegotiation  and  price 
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negotiation  memorandums  and  did  not  find  any  evidence  of 
contracting  officers  contacting  DCAA  to  determine  the  results  or 
status  of  these  assist  audits.  Discussions  with  contracting 
officers  indicated  that  they  were  under  time  pressure  to  get 
contracts  awarded  and  would  not  delay  negotiations  to  wait  for 
assist  audit  results. 

Our  audit  disclosed  that  the  results  of  four  assist  audits  for 
subcontracts  proposed  at  $4,945,213  were  published  within  11  days 
after  completion  of  contract  negotiations.  However,  contracting 
officers  neither  delayed  contract  negotiations  nor  contacted  DCAA 
concerning  the  status  of  these  four  assist  audits.  We  reviewed 
the  prime  contractors'  subcontract  cost  analyses  and  price 
negotiation  memorandums  related  to  these  four  assist  audits  and 
determined  that  in  two  instances,  prime  contractors  used  the 
assist  audit  results  in  negotiating  with  their  subcontractors. 
Use  of  the  audit  results  contributed  toward  saving  prime 
contractors  $212,970  above  the  Government's  negotiated  or 
decremented  position  for  the  audited  proposals  and  an  additional 
savings  of  $270,760  for  one  prime  contractor  who  combined  buys  for 
two  production  lots,  for  a  total  savings  of  $483,730.  In  another 
instance,  the  audit  results  of  a  $289,210  proposal  were  published 
30  days  after  Government  negotiations.  The  results  were  used  by 
the  prime  contractor  in  negotiating  with  the  subcontractor  and 
contributed  toward  a  savings  of  $55,139.  However,  these  savings 
were  not  recoverable  because  the  Government  did  not  have  any 
recourse  in  the  adjustment  of  the  prime  contract  price  after 
contract  award. 

Assist  Audits  Requested  and  Performed  After  Contract 
Negotiation.  Our  sample  showed  that  12  of  the  19  assist  audits 
published  after  contract  price  negotiations  were  also  requested  by 
contracting  officers  after  agreeing  to  a  firm-fixed  contract 
price.  The  12  audits  cost  DCAA  $28,876  to  perform.  We  projected 
that  23  assist  audits,  costing  DCAA  $55,346  in  audit  resources, 
were  requested  and  performed  after  the  prime  contractor  and  the 
Government  agreed  on  a  firm-fixed  contract  price.  As  a  result  of 
being  requested  after  contract  award,  these  assist  audits  did  not 
benefit  the  Government  in  the  negotiation  of  contract  price. 
Further,  price  reductions  achieved  as  a  result  of  the  prime 
contractors'  use  of  these  assist  audits  were  not  recoverable 
because  the  Government  did  not  use  a  contract  clause  allowing  for 
an  adjustment  of  the  prime  contract  price  after  the  contract 
award.  Because  the  Government  could  not  receive  any  benefit  on 
the  negotiations  of  the  immediate  contracts,  these  assist  audits 
amounted  to  "free"  audit  services  of  subcontract  price  proposals 
benefiting  only  the  prime  contractor. 

Our  audit  disclosed  that  the  U.S.  Army  Tank-Automotive  Command 
requested  10  assist  audits  for  contract  DAAE07-86-C-A050  with  AVCO 
Lycoming  Co.  after  a  firm-fixed  contract  price  had  been 
negotiated.  The  contracting  officer's  letter  to  the 
administrative  contracting  officer  cited  that  the  assist  audits 
were  necessary  to  ensure  the  reasonableness  of  the  total  price 
even  though  the  prime  contract  was  already  awarded.  The 


contracting  officer  provided  additional  rationale  for  requesting 
the  assist  audits  as  follows: 


1.  In  pricing  the  prime  contract,  AVCO  Lycoming 
presumed  such  services  would  be  available.  No 
alternative  methods  of  evaluation  were  discussed  or 
priced. 


2.  AVCO's  purchasing  system  policies  provide  for 
assist  audits.  Failure  to  properly  analyze 
subcontract  prices  would  certainly  be  an  issue  during 
the  next  purchasing  system  review. 

3.  Future  spares  contracts  are  likely  to  be 
based  on  contract  DAAE07-86-C-A050  material  prices. 
Pricing  of  such  spares  when  a  subcontract  is  involved 
may  require  an  assist  audit  anyway.  If  the  spare  item 
is  broken  out  to  the  subcontractor,  DCAA  will  already 
have  analyzed  a  larger  buy  for  the  spare  part  and  the 
subcontractor  will  not  be  able  to  argue  that  the 
(unaudited)  price  with  the  prime  contractor  is  the 
fair  and  reasonable  price. 


In  our  opinion,  the  requests  for  assist  audits  were  not  justified 
because  they  could  not  be  used  by  the  contracting  officer  to 
determine  the  reasonableness  of  the  total  proposed  price,  to 
develop  a  prenegotiation  objective,  or  to  negotiate  the  immediate 
contract.  The  need  for,  and  request  of,  audit  assistance  should 
have  occurred  early  in  the  proposal  review  process  instead  of 
after  contract  award.  Further,  it  would  be  more  appropriate  to 
price  future  spares  proposals  on  subcontract  cost  analyses 
performed  on  the  most  current  cost  and  pricing  data  available. 
The  Government  did  not  receive  any  benefit  from  these  10  assist 
audits  in  the  negotiation  of  contract  DAAE07-86-C-A050  because  the 
contract  was  negotiated  before  the  contracting  officer's  audit 
requests.  DCAA  expended  $23,815  in  performing  these  10  assist 
audits.  The  prime  contractor  used  the  results  of  at  least  5  of 
these  10  assist  audits  in  its  subcontract  negotiations. 

RECOMMENDATIONS  FOR  CORRECTIVE  ACTION 

I.  We  recommend  that  the  Assistant  Secretary  of  Defense 
(Production  and  Logistics)  issue  a  policy  memorandum  to  the 
Military  Departments  and  Defense  agencies  that  emphasizes  to 
contracting  officers  the  need  to: 


23 


•  Follow  up  with  the  Defense  Contract  Audit  Agency  on 
outstanding  assist  audits  before  prime  contractor  and  Government 
agreement  on  final  contract  price  occurs,  or 

•  Use  a  contract  reopener  clause  for  subsequent 
redetermination  of  subcontract  costs  for  significant  subcontracts 
not  negotiated  at  the  time  the  prime  contractor  and  the  Government 
agree  on  contract  price  when  it  is  known  that  an  assist  audit  is 
in  progress  or  will  be  requested,  or  delay  negotiations  pending 
assist  audit  results. 

2.  We  recommend  that  the  Commander,  U.S.  Army  Tank-Automotive 
Command,  issue  policy  guidance  to  its  contracting  officers  that 
ensures : 


a.  Requests  for  assist  audits  of  subcontractor  price 
proposals  are  made  sufficiently  in  advance  of  price  negotiations 
so  that  results  may  be  used  in  developing  negotiation  objectives. 

b.  Any  requests  for  assist  audits  after  price 
negotiations  on  firm-fixed-price  contracts  are  only  made  if  there 
will  be  a  potential  direct  monetary  benefit  (i.e.,  price 
reduction)  to  the  Government  on  the  immediate  contract. 

MANAGEMENT  COMMENTS 


Assistant  Secretary  of  Defense  (Production  and  Logistics).  The 
Assistant  Secretary  of  Defense  (Production  and  Logistics) 
partially  concurred  with  Recommendation  C.l.  stating  that  he  would 
issue  a  policy  memorandum  that  emphasizes  follow  up  with  DCAA  on 
outstanding  assist  audits  before  agreement  on  final  price.  The 
full  text  of  the  Assistant  Secretary's  comments  is  in  Appendix  J. 

Army .  The  Army  nonconcurred  with  Finding  C,  stating  it  disagreed 
with  the  audit  conclusion  that  the  Government  did  not  receive  any 
benefits  from  assist  audits  performed  after  the  prime  contractor 
and  the  Government  agreed  on  a  firm-fixed  contract  price.  The 
Army  further  stated  that; 

In  negotiating  firm-fixed  price  contracts,  the  U.S. 

Army  Tank-Automotive  Command  generally  agrees  to 
provide  assist  audits,  as  necessary,  for  the  prime 
contractor  in  exchange  for  a  decrement  factor  on  the 
contract  price.  In  effect,  the  Government  receives 
its  monetary  benefits  for  assist  audits  in  the  form  of 
reduced  prices  at  the  time  the  contract  is  awarded. 

However,  the  Army  concurred  with  Recommendation  C.2.a.  and 
indicated  concurrence  with  Recommendation  C.2.b.  Regarding 
Recommendation  C.2.a.,  management  indicated  that  policy  guidance 
would  be  issued  by  January  31,  1990.  In  response  to 

Recommendation  C.2.b.,  management  indicated  that  policy  guidance 
would  be  issued  by  January  31,  1990, 
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.  .  .  with  the  stipulation  that  requests  for  assist 
audits  after  contract  award  on  firm-fixed  price 
contracts  will  be  made  only  if  (i)  it  is  believed  that 
the  assist  audits  will  result  in  a  potential  direct 
monetary  benefit  to  the  Government  on  the  immediate 
contract,  or  (ii)  they  can  be  directly  linked  to 
decrement  factors  which  were  agreed  to  by  the  prime 
contractor  during  contract  negotiations. 

The  full  text  of  the  Army's  response  is  shown  in  Appendix  L. 

ADDIT  RESPONSE  TO  MANAGEMENT  COMMENTS 

Assistant  Secretary  of  Defense  (Production  and  Logistics).  The 
Assistant  Secretary's  planned  action  in  response  to  Recommendation 
C.l.  was  responsive  to  the  intent  of  the  finding  and 
recommendation.  For  this  report,  we  merged  draft  report 
Recommendations  D.l.a.,  D.l.b.,  and  D.l.c.  into  Recommendation 

C.l.  to  improve  readability.  Because  the  Assistant  Secretary  did 
not  provide  an  estimated  completion  date  for  Recommendation  C.l., 
we  are  asking  that  he  do  so  in  response  to  the  final  report. 

The  Comptroller  of  the  DoD,  although  not  specifically  requested, 
fully  concurred  with  Recommendations  C.l. a.  Refer  to  Appendix  K 
for  the  Comptroller's  complete  comments. 

Army .  The  Army's  basis  for  nonconcurring  with  the  audit  finding 
is  unsuppor table.  Specifically,  we  reviewed  the  Army's  Business 
Clearance  Review  for  the  AGT1500  Engine  Multiyear  Procurement  and 
the  Price  Negotiation  Memorandum  for  contract  DAAE07-86-C-A050 , 
modification  PZ0009.  We  could  not  find  any  indication  that  the 
negotiated  decrement  factor  was  in  any  way  related  to  the 
continuation  of  audit  assistance  after  price  finalization. 
Further,  during  our  exit  brief,  contracting  personnel  at  the 
U.S.  Army  Tank-Automotive  Command  indicated  that  they  directed  the 
continuation  of  audit  assistance  in  order  to  help  the  prime 
contractor  maintain  an  approved  purchasing  system. 

In  general,  the  negotiation  of  a  decrement  is  part  of  the  normal 
negotiation  process.  The  Defense  Contract  Audit  Agency  will 
routinely  recommend  in  its  preaward  audit,  and  the  contracting 
officer  will  routinely  attempt  to  negotiate,  decrements  for 
significant  proposed  subcontract  costs  which  are  undef initized  at 
the  time  that  the  prime  contractor  and  Government  agree  on  a  firm- 
fixed  contract  price.  Decrements  are  based  on  historical  data 
which  show  that  the  contractor,  as  a  matter  of  business,  is  able 
to  negotiate  prices  with  its  subcontractor  that  are  lower  than 
proposed  and  are  not  tied  to  audit  support.  Therefore,  we  believe 
that  the  audit  finding  is  valid  as  written  and  request  that  the 
Army  reconsider  its  position  in  response  to  the  final  audit 
report . 

The  Army's  response  to  Recommendation  C.2.b.  is  a  partial 
concurrence  because  the  Army's  stipulation  to  directly  link  post¬ 
award  assist  audit  requests  to  agreed  upon  decrement  factors  does 
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not  comply  with  the  intent  of  the  recommendation.  We  believe  that 
contracting  officers  have  been  able  to  negotiate  adequate 
decrements  without  providing  for  postaward  audit  assistance  and 
that  the  Army's  "linking"  stipulation  will  only  increase  requests 
for  DoD's  limited  audit  resources,  without  providing  an  additional 
monetary  return.  Also,  we  doubt  that  the  Defense  Contract  Audit 
Agency  would  perform  such  audits  if  they  knew  that  a  firm-fixed 
contract  price  had  been  finalized,  unless  the  contract  contained 
"reopener"  clauses  for  a  specific  subcontract.  The  Comptroller  of 
the  Department  of  Defense  shares  our  concerns  regarding  the  use  of 
DoD's  limited  audit  resources  (see  Appendix  K  for  comments  from 
the  Comptroller,  DoD) .  Therefore,  we  request  that  the  Army 
reconsider  its  position  and  delete  any  requirement  to  link  post¬ 
award  assist  audit  requests  to  negotiated  decrement  factors,  when 
issuing  guidance  in  response  to  Recommendation  C.2. 


26 


D,  Potential  Defective  Pricing  of  Nine  Contracts 


FINDING 

Nine  contractors  potentially  violated  the  provisions  of  the  Truth 
in  Negotiations  Act,  as  amended  (formerly  codified  at  10  U.S.C., 
title  10,  section  2306(f)),  by  not  providing  accurate,  complete, 
and  current  cost  or  pricing  data  in  support  of  their  subcontract 
costs.  These  nine  contractors  did  not  provide  the  Government 
negotiator  with  the  most  current  quotes  available,  did  not  update 
proposals  to  reflect  subcontract  prices  negotiated  before 
agreement  on  prime  contract  price,  or  did  not  disclose  results  of 
their  cost  analyses  and  negotiation  targets  for  undef initized 
subcontracts  developed  before  agreement  on  contract  price.  As  a 
result,  these  nine  contracts  were  potentially  defectively  priced 
by  $1.47  million.  All  potential  defective  pricing  has  been 
referred  to  cognizant  DCAA  offices  and  will  be  incorporated  into 
their  comprehensive  defective  pricing  reviews. 

DISCUSSION  OF  DETAILS 


Background.  The  Truth  in  Negotiations  Act,  as  amended, 
is  intended  to  avoid  contract  overpricing  by  ensuring  that  the 
Government  and  contractor  have  equal  knowledge  of  facts 
(informational  parity)  affecting  contract  pricing.  Informational 
parity  is  achieved  by  requiring  Government  contractors  to  certify 
that  their  cost  or  pricing  data  are  accurate,  complete,  and 
current  at  the  time  of  agreement  on  contract  price.  The  Truth  in 
Negotiations  Act  also  requires  a  downward  price  adjustment  if  a 
negotiated  price  is  overstated  because  a  contractor  furnished 
inaccurate,  incomplete,  or  noncurrent  pricing  data  to  the 
Government. 

Details  of  the  Audit.  An  audit  of  the  prime 
contractor's  proposed  bills  of  material,  accounting  records,  and 
the  Government's  negotiation  memorandums  for  the  30  sampled 
contract  actions  disclosed  that  9  contractors  (Appendix  H) 
potentially  violated  the  Truth  in  Negotiations  Act,  as  amended,  by 
not  providing  the  Government  negotiators  with  accurate,  complete, 
and  current  cost  or  pricing  data  for  subcontracted  items.  We 
reviewed  available  data  for  949  items  proposed  at  $100,000  or 
more.  The  review  disclosed  that  35  items  on  9  contracts  were 
potentially  defectively  priced  by  a  total  of  $1,471,202.  The 
potential  defective  pricing  occurred  because  contractors  did  not 
provide  the  Government  negotiator  with  the  most  current  quotes 
available  before  negotiations,  the  subcontract  prices  were 
negotiated  before  prime  contract  negotiations  at  prices  lower  than 
proposed,  and  the  results  of  their  cost  analyses  and  negotiation 
targets  for  undef initized  subcontracts  developed  before  prime 
contract  negotiations. 

We  did  not  perform  a  complete  review  of  all  material  or  other  cost 
elements  proposed  by  these  contractors  because  this  was  outside 
the  scope  of  our  audit.  All  potential  defective  pricing  has  been 
referred  to  cognizant  DCAA  offices,  who  have  agreed  to  incorporate 
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our  results  into  their  comprehensive  defective  pricing  reviews.  A 
complete  review  of  all  cost  elements  may  disclose  additional 
defective  pricing  or  offsets  to  defective  pricing. 

RECOMMENDATIONS  FOR  CORRECTIVE  ACTION 


1.  We  recommend  that  the  Assistant  Secretary  of  the  Navy 
(Shipbuilding  and  Logistics): 


a.  Request  the  cognizant  procurement  contracting 
officers  to  monitor  the  progress  of  the  responsible  Defense 
Contract  Audit  Agency  offices  that  have  agreed  to  perform 
comprehensive  defective  pricing  reviews  on  the  following 
contracts,  based  on  our  referral  of  potential  defective  pricing  of 
$1,147,229. 


Contract 


Potential 

Defective 

Amount 


N00019-86-C-0326 

N00019-87-C-0052 

N00024-86-C-5212 

N00024-87-C-6318 

N00024-87-C-6066 

N00039-87-C-0088 


$  686,303 

33,454 
184,250 
17,098 
138,107 
88,017 


$1,147,229 


b.  Take  appropriate  action  to  recover  any  contract 
overpricing  pursuant  to  the  Truth  in  Negotiations  Act,  as  amended. 


2.  We  recommend  that  the  Assistant  Secretary  of  the  Air  Force 
(Acquisition) : 

a.  Request  the  cognizant  procurement  contracting  officer 
to  monitor  the  progress  of  the  responsible  Defense  Contract  Audit 
Agency  office  that  has  agreed  to  perform  comprehensive  defective 
pricing  reviews  based  on  our  referral  of  potential  defective 
pricing  of  $244,009  on  the  following  contracts. 

Potential 

Defective 

Contract  Amount 


F33657-86-C-0068  $104,758 

F34601-87-C-2269  139,251 

$244,009 

b.  Take  appropriate  action  to  recover  any  contract 
overpricing  pursuant  to  the  Truth  in  Negotiations  Act,  as  amended. 
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3.  We  recoiranend  that  the  Assistant  Secretary  of  the  Army 
(Research,  Development  and  Acquisition); 

a.  Request  the  cognizant  procurement  contracting  officer 
at  the  U.S.  Army  Missile  Command  to  monitor  the  progress  of  the 
responsible  Defense  Contract  Audit  Agency  office  that  has  agreed 
to  perform  a  comprehensive  defective  pricing  review  based  on  our 
referral  of  potential  defective  pricing  of  $79,964  on  Contract 
Number  DAAH01-87-C-0220. 

b.  Take  appropriate  action  to  recover  any  contract 
overpricing  pursuant  to  the  Truth  in  Negotiations  Act,  as  amended. 

MANAGEMENT  COMMENTS 

Navy.  The  Navy  nonconcurred  with  Recommendation  D.l.a.  stating 
that  "it  is  not  appropriate  nor  is  there  time  for  Navy  contracting 
officers  to  monitor  DCAA  auditors.  If  DCAA  believes  there  is 
defective  pricing,  they  will  notify  us  and  at  that  time  we  will 
take  appropriate  action.”  The  Navy  concurred  with  draft 
Recommendation  D.l.b.  Refer  to  Appendix  M  for  the  Navy's  complete 
comments . 

Air  Force.  The  Air  Force  concurred  with  Recommendation  D.2. 
stating  It  has  requested  the  cognizant  PCO  to  take  action  as 
necessary  to  follow  up  on  the  defective  pricing  audits.  Refer  to 
Appendix  N  for  the  Air  Force's  complete  comments. 

Army.  The  Army  concurred  with  Recommendation  D.3.  and  stated  that 
it  is  waiting  for  the  Defense  Contract  Audit  Agency  to  complete 
i^s  defective  pricing  review.  The  Army  indicated  that  it  would 
negotiate  and  recover  any  funds  due  the  Government  upon  receipt  of 
the  Defense  Contract  Audit  Agency  report.  The  Army  established  a 
target  completion  date  of  March  31,  1990.  Refer  to  Appendix  L  for 
the  Army's  complete  comments. 

ADDIT  RESPONSE  TO  MANAGEMENT  COMMENTS 

The  Army  and  Air  Force  planned  actions  are  responsive  to  the 
finding  and  recommendation. 

Although  the  Navy  nonconcurred  with  Recommendation  D.l.a.,  it 
indicated  that  it  would  take  appropriate  action  when  notified  by 
DCAA  that  defective  pricing  had  occurred.  As  such,  we  feel  that 
the  Navy's  planned  action  is  responsive  with  the  intent  of  our 
finding  and  recommendation. 
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SCHEDULE  OF  SAMPLED  CONTRACTS 
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APPENDIX  A 
Page  1  of  2 


Footnotes  are  on  the  next  page 


1/  This  column  represents  the  values  from  which  the  sample 
selection  and  stratification  were  based  as  identified  in  the 
Individual  Contract  Action  Report  (DD  Form  350)  at  yearend 
FY  1987.  Appendix  B  explains  the  sample  methodology. 

2/  This  column  represents  the  negotiated  value  of  the  contract 
action  upon  which  the  audit  was  performed. 

3/  This  column  indicates  the  net  savings  or  <loss>  realized  by  the 
prime  contractor  through  negotiations  with  its  subcontractors 
subsequent  to  agreement  on  a  fixed-price  contract  with  the 
Government.  The  savings  or  <loss>  considers  the  Government’s 
negotiating  objectives,  including  decrements  applied  by  the 
contracting  officer,  and  is  the  sum  of  all  savings  or  losses  for 
noncompetitive,  competitive  and  dual-source  items  proposed  at  or 
above  $100,000  per  item.  See  page  2  of  this  audit  report  for 
additional  details  on  the  audit  scope. 

Value  of  contract  action  DAAE07-86-C-A050  includes 
modifications  PZ0009,  POOOll,  P00015  and  P00020. 


APPENDIX  A 
Page  2  of  2 
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SAMPLE  METHODOLOGY 


A  stratified  random  sample  was  used  for  this  audit  to  reduce  the 
expected  high  level  of  variation.  The  scope  of  this  audit  was 
FY's  1986  and  1987  fixed-price  contract  actions  negotiated  during 
FY  1987  with  a  minimum  value  of  $10  million.  The  DD350  data  base 
was  used  to  determine  the  universe,  which  was  divided  into  four 
strata.  A  total  of  30  pricing  actions  were  reviewed  within  the 
four  strata  to  obtain  a  90-percent  confidence  level  with  a 
precision  of  +/-  15  percent  on  the  dollar  projection.  The 
four  strata  were  divided  and  the  sample  was  selected  as  follows; 


Universe  Sample 


Dollars 

Dollars 

Strata 

Actions 

(billions) 

Actions 

(billions 

Stratum 

I 

$10-50 

MIL 

408 

$  8.513 

12 

$  0.294 

Stratum 

II 

$50-100 

MIL 

41 

2.814 

8 

.526 

Stratum 

III 

$100-500 

MIL 

29 

4.885 

8 

1.413 

Stratum 

IV 

$Over  500 

MIL 

3 

2.530 

_2 

1.659 

Total 

481 

$18,742 

30 

$  3.892 

The  DD350  universe  had  to  be  adjusted  for  actions  that  either  were 
misclassif ied  or  represented  advanced  long-lead  funding  actions 
that  had  not  been  given  a  final  price.  This  adjustment  reduced 
the  projectable  universe  to  the  following; 

Universe _ 

Dollars 


Strata 

Actions 

(billions) 

Stratum 

I 

$10-50 

MIL 

175 

$  4.207 

Stratum 

II 

$50-100 

MIL 

27 

1.871 

Stratum 

III 

$100-500 

MIL 

21 

3.913 

Stratum 

IV 

$Over  $500 

1  MIL 

_ 2 

1.659 

Total 

225 

$11,650 
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APPENDIX  C 


SCHEDULE  OF  CONTRACTS  WITH  UNAHALYZED  SUBCOMTRACT 
PROPOSALS  AT  TIME  OF  FIELD  PRICING  REPORT 

Did  Field  Pricing 
Report  Reference 
Unanalyzed  Subcontract 

Contractor  Contract  Number  _ Proposals? _ 


Boeing  Military  Airplane  Co.  F34601-87-C-1390  Yes 
Cubic  Corporation  N00019-87-C-0052  No 
UNISYS  N00024-87-C-5351  Yes 
UNISYS  N00024-87-C-5351-P0003  Yes 
Hughes  Aircraft  Co.  N00024-87-C-6066  No 
General  Electric  Co.,  OSD  DAAE07-86-C-A023  Yes 
Raytheon  Co.,  Missile  Sys.  Div.  DAAH01-86-C-0262-0057  No 
Hughes  Aircraft  Company  DAAJ09-87-C-A095  No 
Raytheon  Co.,  Missile  Sys.  Div.  F08635-87-C-0065-1/2/3  Yes 
Grumman  Aerospace  Corp.  N00019-86-C-0096-0007  Yes 
Motorola,  Inc.-GEG  N00024-87-C-5310  No 
Textron  Lycoming  DAAE07-86-C-A050-009/015  No 
Detroit  Diesel  Allison  Div.,  GMC  DAAE07-87-C-A010  No 
Loral  Electronics  Systems  F33657-86-C-0068  No 
Lockheed  Corp.  F33657-86-C-2000  Yes 
International  Business 

Machines  Corp.  N00024-86-C-5212  No 
Morton-Thiokol,  Inc.  N00024-87-C-5331  No 
Honeywell,  Inc.,  Underseas  Sys.  Div.  N00024-87-C-6052  No 
McDonnell  Douglas  Helicopter  Co.  DAAJ09-87-C-A009  Yes 
Texas  Instruments,  Inc.  N00019-86-C-0326  No 
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DEFENSE  LOGISTICS  AGENCY  CONTRACT 
ADMINISTRATION  OFFICES  VISITED 


Preanalysis 

Administrating 

Contractor 

Contract  No. 

Meeting 

Office  * 

Rockwell-Marconi  JVT 

N00039-87-C-0282 

Yes 

DCASPRO  R.I. 

Cubic  Corp, 

N00019-87-C-0052 

No 

DCASR  Los  Angeles 

Cummins  Engine  Co. 

DAAE07-87-C-A001 

No 

DCASMA  Indianapol 

General  Electric  Co. 

N00024-87-C-4279 

No 

DCASPRO  GE 

Goodyear  Aerospace  Corp. 

N00024-87-C-6318 

Yes 

DCASPRO  Loral 

Honeywell,  Inc.,  ASD 

DAAA09-87-C-1122 

Yes 

DCASPRO  Honeywell 

Hughes  Aircraft  Co. 

N00024-87-C-6066 

No 

DCASPRO  Hughes 

Ford  Aerospace  and 

Communication  Corp. 

DAAB07-86-C-E019-002 

No 

DCASMA  Denver 

Hughes  Aircraft  Co. 

N00039-87-C-0211 

No 

DCASPRO  Hughes 

Motorola ,  Inc .-GEG 

N00024-87-C-5310 

No 

DCASMA  Phoenix 

Raytheon  Co.,  MSD 

DAAH01-86-C-0262-0057 

No 

DCASR  Boston 

Raytheon  Co . ,  MSD 

F08635-87-C-0065-1/2/3 

No 

DCASPRO  Raytheon 

IBM  Corp. 

N00024-86-C-5212 

No 

DCASPRO  IBM 

Loral  Electronics  Systems 

F33657-86-C-0068 

No 

DCASPRO  Loral 

Textron  Lycoming 

DAAE07-86-C-A050 

Yes 

DCASPRO  Textron 

Detroit  Diesel  Allison  Div 

.  DAAE07-86-C-A010 

No 

DCASPRO  Allison 

Honeywell,  Inc.,  USD 

N00024-87-C-6052 

Yes 

DCASPRO  Honeywell 

Texas  Instruments,  Inc. 

N00019-86-C-0326 

Yes 

DCASPRO  T.I. 

*  DCASPRO  -  Defense  Contract  Administration  Services  (DCAS)  Plant 
Representative  Office 
DCASR  -  DCAS  Region 

DCASMA  -  DCAS  Management  Area 
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SCHEDULE  OF  CONTRACTORS  ATTEMPTING 
TO  OBTAIN  PRICE  REDUCTIONS  ON  COMPETITIVE  QUOTES 


Detroit  Diesel  Allison  Div,, 
General  Motors  Corp, 

Ford  Aerospace  and 
Communications  Corp. 

General  Electric  Co., 
Ordnance  Systems  Div. 

General  Electric  Co.,  Naval 
Drive  Turbine  Systems  Div. 

Goodyear  Aerospace  Corp. 

Grumman  Aerospace  Corp. 

Honeywell,  Inc.,  Undersea 
Systems  Div. 

Loral  Electronics  Systems 

LTV  Aerospace  &  Defense  Co. 

McDonnell  Douglas 
Helicopter  Co. 

Raytheon  Co.,  Missile 
Systems  Div. 

Rockwell  International,  ASMD 

Texas  Instruments,  Inc. 

Textron  Lycoming 

UNISYS 


Negotiated  With 
Asked  For  Subcontractor 
Best  and  After  Performing 
Final  Offer  Cost/Price  Analysis 


X 

X 

X 

X 

X 

X 

X 

X 

X 

X 

X 

X 

X 

X 


Selected 

New,  Lower  Increased 
Priced  Vendor  Quantities 

X  X 


X 

X 


41 


APPENDIX  F 


ASSIST  AUDITS  PUBLISHED  AFTER  CONTRACT  NEGOTIATIONS 


A.  Assist  Audits  Requested  Before,  But  Not  Published  Until  After  Prime  Contract  Award 


Report 

Report 

Prime  Contract 

Audit 

Request 

Number 

Date 

Number 

Negotiation  Date 

Date 

12517L210063-7-312 

11/25/86 

DAAJ09-87-C-A009 

11/14/86 

09/03/86 

21807E210057-0437 

02/17/87 

DAAJ09-87-C-A009 

11/14/86 

02/16/86 

22017A210.028 

11/24/86 

DAAJ09-87-C-A009 

11/14/86 

09/29/86 

31017C210166 

05/12/87 

DAAE07-86-C-A050 

03/25/87 

12/11/86 

16718B210015 

10/19/87 

N00024-87-C-5331 

09/17/87 

09/17/87 

31217B210061 

02/26/87 

DAAE07-87-C-A010 

02/18/87 

10/31/86 

4181-8D210013 

08/12/87 

F08635-87-C-0065-P002 

08/13/87 

07/02/87 

B»  Assist  Audits 

Requested  and 

Published  After  Prime 

Contract  Award 

Report 

Report 

Prime  Contract 

Audit 

Request 

Number 

Date 

Number 

Negotiation  Date 

Date 

6261-7H210.062 

08/03/87 

DAAE07-86-C-A050 

03/25/87 

05/05/87 

3101-8C210073 

10/27/87 

DAAE07-86-C-A050 

03/25/87 

08/24/87 

11018J2100678678 

08/05/88 

DAAE07-86-C-A050 

03/25/87 

04/23/88 

11018C2101498561 

05/24/88 

DAAE07-86-C-A050 

03/25/87 

02/03/88 

22608F210078-1 

08/12/88 

DAAE07-86-C-A050 

03/25/87 

06/30/88 

6141-7C210033 

07/01/87 

DAAE07-86-C-A050 

03/25/87 

05/22/87 

7261-8P210257 

08/02/88 

DAAE07-86-C-A050 

03/25/87 

06/28/88 

7261-8P210017 

09/11/87 

DAAE07-86-C-A050 

03/25/87 

07/10/87 

2211-7C2106608019 

07/16/87 

DAAE07-86-C-A050 

03/25/87 

05/29/87 

2120-7B2103877975 

06/02/87 

DAAE07-86-C-A050 

03/25/87 

02/23/87 

6241-8J210026269 

01/28/88 

N00024-87-C-6318 

10/28/86 

12/23/87 

3541-8A210036 

03/31/88 

DAAH01-86-C-0262 

06/29/87 

01/14/88 

Footnotes  are  on  the  next  page. 
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— /  Negotiations  were  conducted  at  Eglin  AFB  between  April  13, 
1987,  and  July  17,  1987,  and  were  continued  by  telephone  between 
July  20,  1987,  and  August  13,  1987;  as  such,  we  considered  the 
audit  results  as  being  received  after  negotiations. 

— /  Although  this  audit  was  actually  requested  before  negotiations, 
we  considered  the  request  to  be  after  negotiations  because  the 
contracting  officer  agreed  to  extend  the  report  due  date  from 
03/31/87  to  05/26/87.  The  contracting  officer  directed  the 
administrative  contracting  officer  to  continue  providing  assist 
audit  services  even  though  the  prime  contract  had  been  awarded. 
We  took  exception  with  the  contracting  officer's  direction. 
Additional  comments  are  in  Finding  D. 
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SCHEDULE  OF  CONTRACTS  WITH  POTENTIAL  DEFECTIVE  PRICING 


Contract  Number 

Contractor 

Potential 
Defective  Pricing 

N00024-87-C-6066 

Hughes  Aircraft  Company 

$138,107 

N00019-86-C-0326 

Texas  Instruments ,  Inc • 

686,303 

F33657-86-C-0068 

LOEIAL  Electronics  Systems 

104,758 

F34601-87-C-2269 

Boeing  Military  Airplane  Co, 

139,251 

N00019-87-C-0052 

CUBIC  Corporation 

33,454 

N00039-87-C-0088 

Rockwell  International 

88,017 

N00024-87-C-6318 

LORAL  (formerly  Goodyear 
Aerospace  Corporation) 

17,098 

N00024-86-C-5212 

International  Business 
Machines  Corporation 

184,250 

DAAH01-87-C-0220 

LTV  Aerospace  and 

Defense  Company 

79,964 

$1,471,202 
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POTENTIAL  MONETARY  SAVINGS  AND  OTHER  BENEFITS 


Recommendation 

Reference 


Description  of  Benefit 


Amount  and/or 
Type  of  Benefit 


ALL  Compliance  with  regulations. 

Internal  Control  and  Economy 
and  Efficiency 


*  This  report  contains  undeterminable  monetary  benefits.  Our 
audit  projections  for  FY  1987  were  based  on  various  procurements 
from  a  number  of  buying  commands  within  the  three  Military 
Departments.  The  contracts  included  single-year  and  multiyear 
procurements,  of  which  some  contained  options.  As  such,  we  were 
unable  to  project  monetary  benefits  as  any  prospective  cost 
avoidance  would  be  based  on  undeterminable  future  requirements. 
Also,  any  defective  pricing  that  results  from  this  audit  will  be 
reported  by  the  Defense  Contract  Audit  Agency  where  the  potential 
defective  pricing  was  referred  for  complete  review. 
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ASSISTANT  SECRETARY  OF  DEFENSE 

WASHINGTON.  D.C  2030I-S000 


PRODUCTION  AND 
LOGISTICS 

(P)CPF 


December  6,  1989 


MEMORANDUM  FOR  ASSISTANT  INSPECTOR  GENERAL  FOR  AUDITING 

ATTN:  ACTING  DIRECTOR,  CONTRACT  MANAGEMENT 

DIRECTORATE 

SUBJECT:  Draft  Report  on  Audit  of  Evaluation  of  Subcontract 

Price  Proposals,  Project  No.  8CE-0001 


This  is  in  response  to  your  October  5,  1989,  request  for  our 
comments  on  the  subject  draft  audit  report.  Our  detailed 
responses  to  the  report  recommendations  are  attached. 

As  pointed  out  in  your  report,  the  auditors  reviewed 
30  fixed-price  contract  actions  negotiated  during  fiscal  year 
1987  with  a  negotiated  value  of  $5.8  billion.  The  review 
disclosed  that  procurement  officials  in  some  cases  were  not 
requiring  prime  contractors  to  submit  the  results  of  their 
subcontract  cost  analyses  before  negotiating  contract  price,  and 
thus  the  government  did  not  receive  the  benefits  from  prime 
contractor  analyses  of  subcontractor  proposals.  However,  we 
have  already  emphasized  to  contracting  officers  the  need  to 
require  prime  contractor  submission  of  analyses  of  subcontractor 
proposals. 

Compliance  with  the  Truth  in  Negotiations  Act  has  received 
significantly  increased  attention  and  emphasis  within  the 
Department  over  the  past  few  years  resulting  in  numerous  policy 
memoranda  and  regulatory  and  statutory  changes.  Congressional 
attention  has  been  focused  on  this  subject  and  a  series  of 
Defense  Contract  Audit  Agency  (DCAA) ,  General  Accounting  Office 
(GAO) ,  and  IG  reviews  have  taken  place.  However,  the  subject 
audit  performed  by  the  IG  was  based  on  contract  actions 
occurring  during  fiscal  year  1987;  thus,  the  results  of  the  many 
corrective  actions  that  have  been  taken  would  not  yet  be 
reflected  in  the  contracts  audited  by  the  IG. 

The  most  significant  action  taken  by  the  Department  to 
ensure  that  contractor  proposals  include  all  the  information 
necessary  to  establish  a  fair  and  reasonable  contract  price  was 
the  issuance  in  February  1988  of  additional  requirements  with 
which  contractor  estimating  systems  must  comply.  Contractors 
are  now  required  to  have  estimating  systems  that  consistently 
produce  well -supported  and  doctimented  proposals  that  are 
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acceptable  as  a  basis  for  negotiation  of  fair  and  reasonable 
prices.  The  Depaxrtsent,  at  the  urging  of  the  GAO  and  the  House 
Government  Operations  Cosmittee,  also  published  a  list  of  the 
characteristics  of  an  adequate  estimating  system  and  required 
that  an  estimating  system  review  be  performed  by  DCAA  at  a 
contractor  location  at  least  every  three  years.  An  adequate 
estimating  system  must  provide  for  the  use  of  historical 
experience,  including  historical  vendor  pricing  information 
where  appropriate.  One  indicator  of  significant  estimating 
deficiencies  is  a  continuing  failure  to  analyze  material  costs 
or  failure  to  perform  subcontractor  cost  reviews  as  required. 

We  are  firmly  convinced  that  good  estimating  systems  are  the  key 
to  the  esteUslishment  of  fair  and  reasoned^le  prices. 


In  summary,  instead  of  pursuiivg  endless  solutions  to  the 
problems  identified  by  the  IG,  the  significant  actions  already 
taken  should  be  given  adequate  time  to  produce  results.  The 
Services,  Defense  Logistics  Agency,  and  DCAA  continue  to  devote 
significant  effort  and  resources  to  ensuring  that  contractors 
comply  with  statutory  and  regulatory  requirements  in  this  area. 


Based  on  the  current  extensive  emphasis  placed  on 
subcontract  price  proposals,  and  the  fact  that  this  audit 
covered  awards  made  during  fiscal  year  1987,  we  believe 
additional  guidance  to  contracting  officers  is  not  warranted. 
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IG  DRAFT  REPORT  -  AUDIT  OF  THE  EVALUATION  OF  SUBCONTRACT 
PRICE  PROPOSALS  (PROJECT  NO.  8CE-0001)  DATED  OCTOBER  5,  1989 

ASD(P&L)  RESPONSE  TO  THE  DRAFT  REPORT 


t;’9MMT:NDATION  A .  1 .  a . ;  That  the  Assistant  Secretary  of  Defense 
(Production  and  Logistics)  issue  a  policy  fflenorandum  to  Military 
Departments  and  Defense  agencies  emphasizing  the  need  for 
contracting  officers  to  require  prime  contractors  to  svibmit 
proposals  in  Federal  Acquisition  Regulation  Table  15-2  format. 

ASD^P&L^  RESPONSE:  Nonconcur.  Federal  Acquisition  Circular 
(FAC)  84-51,  published  August  21,  1989,  revised  Tedsle  15-2  to 
clarify  the  types  of  information  prime  contractors  must  submit. 

We  see  no  need  for  a  policy  memorandum  in  view  of  this  recent 
revision. 

pv.cQMMENDATlON  A .  1 .  b . :  That  the  Assistant  Secretary  of  Defense 
(Production  and  Logistics)  issue  a  policy  memorandum  to  Military 
Departments  and  Defense  agencies  emphasizing  the  need  for 
contracting  officers  to  obtain  results  of  prime  contractors’  cost 
analyses  before  negotiations. 

ASDfP&L^  RESPONSE;  Nonconcur.  Policy  memoranda  issued 
November  22,  1985,  and  April  6,  1987,  restated  the  Federal 
Acquisition  Requirement  (FAR)  requirement  that  contracting 
officers  obtain  prime  contractor  analyses  of  subcontractor  cost 
or  pricing  data  so  that  it  may  be  effectively  utilized  during 
prime  contract  negotiations.  The  second  memorandum  also  stressed 
that  subcontract  costs  comprise  a  substantial  portion  of  the 
total  cost  of  a  contract  and  should  be  the  subject  of  increased 
management  attention  during  both  contract  clearance  reviews  and 
procurement  management  surveys.  In  addition,  both  the  FAR  and 
the  DoD  Federal  Acquisition  Regulation  Supplement  (DFARS)  were 
recently  revised  to  clarify  and  amplify  guidance  related  to  the 
pricing  of  subcontracts.  As  a  result  of  increased  management 
concern  over  subcontract  pricing,  FAR  15.804-6,  15.805-5,  and 
TeUole  15-2  in  15.804-6  were  eunended,  and  15.806-1  through 
15.806-3  were  added  to  clarify  the  roles  that  the  government  and 
its  prime  contractors  play  in  the  pricing  of  siibcontracts ,  to 
provide  guidance  on  various  aspects  of  sxibcontract  pricing,  to 
consolidate  requirements  for  ease  of  use,  and  to  ensure  that  the 
government  pays  fair  and  reasonable  prices  for  its  needs.  The 
FAR  clearly  states  that  contractors  must  submit  the  results  of 
all  subcontract  reviews  and  evaluations  as  part  of  their  own  cost 
or  pricing  data  submissions  in  accordance  with  15. 805-5 ( i-k)  . 
DFARS  215.811-77  cites  failure  to  perform  subcontractor  cost 
reviews  required  by  FAR  15.806  as  an  indication  of  an  estimating 
system  deficiency.  We  believe  this  recent  emphasis  on 
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subcontract  pricing  is  sufticiant  and  further  aaphasia  at  this 
point  Is  not  warrantsd. 

RECOMHENDATIQW  :  That  the  Assistant  Secretary  of  Defense 

(Production  and  Logistics)  issue  a  policy  nesorandun  to  Military 
Departsents  and  Defense  agencies  emphasizing  the  need  for 
contracting  officers  to  require  prime  contractors  to  apply 
decrement  factors  to  the  proposed  price  of  unde f ini ti zed , 
noncompetitive  proposed  parts  that  are  not  significant. 

ASDfPtL^  RESPONSE:  Nonconcur.  Our  regulations  require  that 
subcontractors  provide  cost  or  pricing  data  to  the  prime 
contractor  and  that  the  prime  contractor  perform  an  adequate 
evaluation  of  such  data.  Decrement  factors  are  an  additional 
tool  for  evaluating  prime  contractor  submissions.  In  reports 
87-140  and  89-68,  the  General  Accounting  Office  (GAO)  recommended 
the  use  of  decrement  factors  and  analysis  of  variances  when 
performing  cost  analysis  on  material  costs  based  on  quotes  or 
estimates.  Based  on  the  GAO's  recommendation,  our  April  7,  1987, 
policy  aemorandvim  stated  that  contracting  officers  should  insist 
on  receiving  information  on  decrement  factors  along  with  other 
cost  or  pricing  data  submitted  by  contractors.  We  believe 
current  coverage  appropriately  emphasizes  the  use  of  decrement 
factors  and  further  emphasis  at  this  point  is  not  warranted. 

RECOMMENDATION  A .  1 . d . :  That  the  Assistant  Secretary  of  Defense 
(Production  and  Logistics)  issue  a  policy  memorandum  to  Military 
Departments  and  Defense  agencies  emphasizing  the  need  for 
contracting  officers  to  require  prime  contractors  to  use 
negotiated  reopener  clauses  in  firm- fixed-price  contracts  when 
substantial  subcontract  costs  have  not  been  negotiated  before 
agreement  on  price  or  delay  contract  negotiations  until  these 
subcontracts  have  been  negotiated. 

ASDfP&L)  RESPONSE:  Nonconcur.  The  practical  effect  of  this 
recommendation  would  be  either  significant  delays  in  the 
negotiation  of  firm-fixed-price  contracts  or  inclusion  of 
reopener  clauses  in  every  firm- fixed -price  contract  which  would 
effectively  eliminate  firm-fixed-price  contracts.  Firm-fixed- 
price  contracts  provide  for  a  price  that  is  not  subject  to  any 
adjustment.  This  contract  type  places  maximiim  risk  and  full 
responsibility  for  all  costs  and  resulting  profit  or  loss  on  the 
contractor.  It  provides  maximum  incentive  for  the  contractor  to 
control  costs  and  perform  effectively  and  imposes  a  minimum 
administrative  burden  upon  the  contracting  parties.  We  are 
concerned  that  reopener  clauses  will  not  protect  the  government's 
interests.  Instead,  we  will  shift  risk  from  the  contractor  to 
DoD  and  disincentivize  prime  contractors  from  obtaining  the  best 
possible  subcontract  prices.  In  addition,  the  administrative 
burden  to  renegotiate  every  contract  with  a  reopener  clause  would 
be  excessive. 
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RgcCMOtENDATlOH  A.  2 ,  t  That  the  Assistant  Secretary  of  Defense 
(Production  and  Logistics)  report  In  the  annual  Statement  of 
Assurances  and  track  the  deficiencies  addressed  In  Recoenendatlon 
A.I.,  as  material  Internal  control  weaknesses  using  procedures 
established  In  DoD  Directive  5010.38,  "Internal  Management 
Control  Program,"  April  14,  1987. 

ASDfPtLl  RESPONSE;  Nonconcur.  We  do  not  believe  the  IG  has 
Identified  a  material  Internal  control  weakness.  The  problems 
identified  are  not  new;  they  have  been  the  subject  of  previous 
GAO  reports  and  Congressional  hearings  during  1987  and  1988. 
Regulations  have  already  been  revised  and  policy  memoranda  have 
already  been  issued  to  deal  with  the  problems  identified.  Had 
the  office  -of  the  IG  focused  its  review  on  more  recent  contract 
actions,  we  believe  the  results  would  have  been  significantly 
different  because  of  the  Increased  emphasis  that  has  been  placed 
on  these  Issues  during  the  past  three  years. 

RECOMMENDATION  B.  1 . :  That  the  Assistant  Secretary  of  Defense 
(Production  and  Logistics)  Include  coverage  of  competitive  and 
dual-source  items  in  its  policy  memorandum  issued  to  the  Military 
Departments  and  Defense  agencies  in  response  to  Recommendation 
A.l.  The  policy  memorandum  should  emphasize  the  need  for 
contracting  officers  to  require  prime  contractors  to  svibmlt 
proposals  in  Federal  Acquisition  Regulation  Table  15-2  format, 
obtain  results  of  prime  contractor's  cost  analyses  before 
negotiations,  and  apply  decrement  factors  to  noncompetitive, 
competitive,  and  dual -source  proposed  parts  whenever  the 
contractor  has  a  history  of  negotiating  lower  prices  with  its 
subcontractors  and  the  proposed  subcontract  costs  are  not 
significant,  or  use  negotiated  reopener  clauses  in  firm-fixed- 
price  contracts  where  substantial  s\ibcontract  costs  have  not  been 
negotiated  before  agreement  on  price,  or  delay  contract 
negotiations  until  these  svibcontracts  have  been  negotiated. 

ASD(P&L)  RESPONSE;  Nonconcur.  Cost  or  pricing  data  are  not 
obtained  on  competitive  contracts  and  are  obtained  on  dual-source 
contracts  only  when  adequate  price  competition  is  lacking. 

Defense  Acquisition  Circular  (DAC)  88-6,  published  March  31, 

1989,  amended  DFARS  215.6  and  215.8  to  clarify  the  existing 
coverage  on  adequate  price  competition  and  specifically  addressed 
the  issue  of  dual  sourcing.  As  a  result  of  increased  management 
concern  over  subcontract  pricing  FAC  84-51,  was  published 
August  21,  1989,  to  amend  the  FAR  and  clarify  the  roles  the 
government  and  its  prime  contractors  play  in  pricing  of 
subcontracts,  to  provide  guidance  on  certain  aspects  of 
subcontract  pricing,  and  to  ensure  the  government  pays  fair  and 
reasonable  prices  for  its  needs.  DAC  88-7,  published  May  31, 
1989,  amended  the  DFARS  to  clarify  that  historical  experience 
includes  historical  vendor  pricing  information.  Based  on  the 
above  and  our  response  to  Recoi&mendation  A.l,  we  believe  current 
coverage  is  appropriate  and  further  emphasis  at  this  point  is  not 
warranted . 
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ftgcomgniPXTTOM  B .  2 . ;  That  tha  A»*i*tant  Sacratary  of  Dafansa 
(Production  and  Logistics)  raport  In  tha  annual  Statasant  of 
Assurancas  and  track  tha  daflclancias  addrassad  In  Racoanandation 
B.l.»  as  aaterial  Internal  control  vaa)cnas8as  using  procaduras 
established  in  DoD  Directive  5010.38,  "Internal  Manageaent 
Control  Program,"  April  14,  1987. 

ASDfPtL)  RESPONSE:  Nonconcur.  See  response  to  Recommendation 
A. 2. 


RECCTMENDATION  C .  1 . :  That  the  Assistant  Secretary  of  Defense 
(Production  and  Logistics)  issue  a  policy  memorandum  to  the 
Military  Departments  and  Defense  agencies  that  emphasizes  to 
contracting  officers  the  need  to  use  assist  audit  results  in 
developing  negotiation  positions  and  to  document  the  use  of 
assist  audit  results  in  the  price  negotiation  memorandum. 

ASDfP&L^  RESPONSE:  Nonconcur.  Policy  memoranda  issued 
February  11,  1987,  May  14,  1987,  and  December  12,  1988, 
instructed  contracting  officers  to  exercise  greater  diligence  in 
establishing  and  documenting  price  negotiation  objectives,  and  in 
requesting  and  using  audit  findings  during  contract  negotiations. 
In  addition,  FAR  15.808(a)(8)  specifies  that  the  price 
negotiation  memorandum  must  contain  the  field  pricing  report 
recommendations  and  the  reasons  for  any  pertinent  variances.  In 
addition,  timeliness  is  a  very  impoirtant  factor  in  the  use  of 
assist  audit  results.  As  a  result  of  an  IG  review  of  the  timing 
of  the  procurement  offices*  requests  for  audit  and  use  of  audit 
reports,  a  policy  memorandum  was  issued  on  January  13,  1989, 
emphasizing  the  need  for  increased  coordination  in  establishing 
proposal  audit  report  due  dates. 


pf rQMMT!NDATION  C  ♦  2 . :  That  the  Assistant  Secretary  of  Defense 
(Production  and  Logistics)  report  in  the  annual  Statement  of 
Assurances  and  track  the  deficiencies  addressed  in  Recommendation 
A.I.,  as  material  internal  control  weaknesses  using  procedures 
established  in  DoD  Directive  5010.38,  "Internal  Management 
Control  Program,"  April  14,  1987. 


ASD(P&L^  RESPONSE:  Nonconcur.  See  response  to  Recommendation 
A. 2. 


RECOMMENDATION  D.  1 . ;  That  the  Assistant  Secretary  of  Defense 
(Production  and  Logistics)  issue  a  policy  memorandum  to  the  c. 

Military  Departments  and  Defense  agencies  that  emphasizes  to 
contracting  officers  the  need  to: 

a.  Follow  up  with  the  Defense  Contract  Audit  Agency  (DCAA) 
on  outstanding  assist  audits  before  prime  contractor  and 
Government  agreement  on  final  contract  price  occurs, 

b.  Use  a  contract  reopener  clause  for  subsequent 
redetermination  of  subcontract  costs  for  significant  subcontracts 
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Final  Report 
Re commend a ti r 


not  negotiated  at  the  tine  the  prine  contractor  and  the 
Govemnent  agree  on  contract  price  when  it  is  )cno%m  that  an 
assist  audit  is  in  progress  or  will  be  requested,  or 

c.  Delay  negotiations  pending  assist  audit  results. 


ASDfPtL^  RESPONSE:  Partially  concur.  We  will  issue  a  nenorandun 
that  emphasizes  follow  up  with  DCAA  on  outstanding  assist  audits 
before  agreement  on  final  price. 


piyroMMPNDATlON  D .  2 .  t  That  the  Assistant  Secretary  of  Defense 
(Production  and  Logistics)  report  in  the  annual  Statement  of 
Assurances  and  track  the  deficiencies  addressed  in  Recommendatiorr®^®^®*^ 
D.I.,  as  material  internal  control  weaknesses  using  procedures 
est2d>lished  in  DoD  Directive  5010.38,  "Internal  Management 
Control  Program,"  April  14,  1987. 


ASDfP&L^  RESPONSE:  Nonconcur.  See  response  to  Recommendation 
A. 2. 
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OmCE  OF  IHE  COMPnOUJEJl  OF  1HE  DEPAKIMEhn'  OF  DEFENSE 

WASHMGION.  OC  20301-1  tOO 


(Management  Systems) 


Kirrt/  3  0  toon 

Final  Report 
Recommendation 


MEMORANDUM  FOR  DIRECTOR,  CONTRACT  MANAGEMENT  DIRECTORATE 

SUBJECT:  DoD  IG  Draft  Report  on  the  Audit  of  the  Evaluation  Of 
Subcontract  Price  Proposals  (Project  No.  8CE-0001) 

Thank  you  for  giving  us  the  opportunity  to  comment  on  the 
subject  report.  Although  the  report  does  not  contain  any 
recommendations  directed  at  the  DoD  Comptroller,  we  are  concerned 
that  the  Defense  Contract  Audit  Agency  (DCAA)  efforts  are 
properly  and  effectively  utilized.  This  is  considered  an 
integral  part  of  the  DoD  Comptroller's  responsibility  of 
providing  direction,  authority  and  control  over  DCAA. 

It  is  vital  to  effective  contract  pricing  that  subcontract 
price  proposals  are  audited  and  the  results  incorporated  in  the  Deleted 
overall  contract  price.  Your  findings  that  DCAA  is  performing  ^ 
audits  where  the  Government  is  receiving  no  benefits  (Finding  C, 

"Use  of  Government  Assist  Audits"),  and  where  the  prime 
contractor  but  not  the  Government  may  benefit  (Finding  D, 

"Government  Assist  Audits  Published  After  Contract  Price 
Negotiations")  are  disturbing.  As  proposal  audits  have  the 
highest  priority  for  accomplishment  by  DCAA,  the  audits 
identified  in  your  report  were  accomplished  at  the  expense  of 
performing  other  critical  audits  such  as  overhead  and  defective 
pricing  reviews.  The  DCAA  should  perform  the  subcontract  price 
proposal  audits  where  they  are  required  and  the  contracting 
officers  should  make  effective  use  of  the  audit  results. 

Actions  required  to  implement  recommendations  C.l,  D.l.a 
and  D.3  in  the  subject  report  appear  to  be  warranted  and,  Deleted 

hopefully,  would  result  in  better  utilization  of  DCAA's  limited 
audit  resources  by  the  contracting  officer. 

Should  you  have  any  questions,  please  contact  Tom  Summers 
at  693-6502. 


C-.— ■'-’'''^^ger  Wm.  Cowles 
Acting  Director 
Contract  Audit  and  Analysis 
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9  7  DEC  1S89 

SFRD-RP 


MEMORANDUM  FOR  INSPECTOR  GENERAL.  DEPARTMENT  OF  DEFENSE 

(AUDITINGI,  400  ARMY  NAVY  DRIVE.  ARLINGTON, 
VIRGINIA  22202 

SUBJECT:  IG  DoD  Draft  Report  on  tOe  Audit  of  the  Evaluation  of 

Subcontract  Price  Proposals  (8CE-0001) 


1.  He  have  reviewed  the  draft  report  of  audit  number  8CE-0001, 
as  well  as  the  responses  to  it  by  U.S.  Army  Tank  Automotive 
Command  (TACOM)  and  U.S.  Army  Missile  Command  (MICOM) 
(enclosed).  We  concur  with  the  actions  proposed  and  taken  by 
these  commands. 

2.  Point  of  contact  is  LTC  Dan  K.  Edwards,  Jr.,  SFRD-KP, 
Commercial  (202)  697-0946,  AUTOVON  227-0946. 

Enclosures  R  !,  HURST 

•^riigadie^  (General,  GS 
Director  of  Contracting 

CF: 

SAIG-PA 
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HCAfiOUWinM,  U  1.  ANMt 


ioo%  AL£Uf(0««A,  Vk  trm  itti 


AMCIII-A  (3^2)  29  Bov  89 

Final  Report 

MEMOIAMDUM  FOR  HQOA  (SAIG^PA ) ,  WASH  DC  20310-173'*  _Recoinmendation 

SUBJECT:  DODIG  Draft  Report,  Evaluation  of  Subcontract  Price  Proposals 

CAMC  Mo.  D8755) 


1.  We  are  enclosing  the  positions  on  recoaaendatlons  D-3  (TACOM)  and  E-3 
(MICOH)  lAW  AR  .36-2.  We  concur  with  the  actions  taken  or  proposed  by  TAC0HC-2,d-: 
and  MICOH. 

2,  Point  of  contact  for  this  audit  is  Mr, ‘Robert  Kurter,  202-27A-9023. 

FOR  THE  COMHAHDER: 


Enel 

as  Chief,  Internal  Review  and 

Audit  Coaplianca  Office 


ir»#Maa«ff\  tf  UAmaapAw  ^ 


LEORARD  H.  MAGUIRE 
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14  KOV  1989 


uiNnift  «VAm  MMv  immU  efll«uMD 

MMTOMI  M«MN«k.MAaAH*  »W.aM 


AMSMl-It  (36-2) 

Final  Report 

HIMOIAHDtJM  fOl  Co«««nd«r  ,  O.S,  Kvuj  Mat*'!#!  CoMand  ,  Recommendat^ 

ATTN;  AMCll-A,  5001  Elttttliowar  A#aaa* , 

Alazandria*  TA  22333*0001 


SUBJECT:  OODIC  Draft  Keporc,  Svalaatioa  of  Sabeoatraet  Brice 

Proposal*  (AMC  No.  OS7S5) 


1.  Befereocc  Meoorando*,  HQ  AMC  •  AMCH-A,  23  Oct  89,  aubject 

as  aboss*  , 

2.  In  accordance  with  referenced  aesorandoa,  tbe  prepoeed  AMC 
petition  to  SecoBBendat ion  £*3  of  the  subject  draft  report  la  d-3 
enclosed. 


ERNEST  A.  YOUNG  ^  ^ 

Deputy  (or  Procurement  and  Readiness 
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c 


d  i«piy 


OODIC  Draft  tapoft, 

Evaluacioo  of  Subeeatcaet  Prlct  Propotala 


Final  Report 
Recommendatin. 


g£COMMEHDATIOH  g-3 :  "We  reconaenid  that  the  Aieietaot  Secretary 
Che  Army  (Reeearch,  Developaent  aad  Acqui*  1 1  Ion )  : 

D-3 


a«  Request  the  cognizant  proeureacnt  contracting  officer  at 
the  U.S,  Army  Miaalle  Coamaai  to  sonltor  the  progxeea  of  the 
raepeaalble  Defcnee  Contract  Au^ic  Agency  offiea  Chat  hae  agreed 
to  perfera  a  eonptehcna Iv e  defective  pricing  ravictt  baaad  on  our 
referral  of  potential  defective  pricing  of  $79,964  on  Contract 
Muaber  DAAH0l'>87-C*0220 . 


b.  Take  appropriate  action  to  recover  any  contract 
overpricing  pursuant  to  the  Truth  in  Megotlatione  Act,  ee 
attended  . " 


ACTION  TAKEN :  Concur.  The  procuring  eontreeting  officer  at  the 
0 .S .  Aray  Miacile  Coamand  (HICOK)  hae  eonteeted  the  Defense 
Contract  Audit  Agency  (DCAA)  relative  to  a  defective  pricing 
reviev  on  contract  nuaber  DAAH01-87-‘C'-0220 .  DCAA  adviied  Chat  an 
audit  report  will  be  aubmiceed  to  the  MICOH  Proeureaent 
Directorate  by  30  Nov  89.  Upon  receipt  o£  the  audit  report  froa 
DCAA,  Che  procuring  contraeciog  officer  will  negotiate  and 
recover  eny  funds  due  the  governaent  .  Tergec  eonpletion  date  it 
31  Mar  90. 
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DEPARTMENT  OF  THE  ARMY 

UMf  W  mto  Affiv  TAM^aWfOUSTIrt  eouM«<w 
IHUMOI.  MCMCM  4IWMM 


AMSTA-CJA  (36-21)} 


Final  Repc 

MEHOtiBIl!  FOB  Ccamualer^  O.S.  kraj  HaUrial  CoWBtfd,  AYTXt  AMCIX-A,  Rgcommendati 

5001  sisenhowtr  Almadlrl«t  VA  22333*0001 

SQBJECTt  OODIO  Drift  B«port«  Svaloitioa  of  Suboostnot  Prio«  PropoMlo* 

Prejoot  8CIM1001  (AMB  Mo.  06755) 


1.  lef«ri&e«  acBoruduti,  iM,  A)C1S*A|  tfttod  23  Ootober  1969*  8AB* 

2.  1bl«  oooorioiua  lo.  to  «d^9«  you  of  oorj&onooBourroAeo  with  thi  tudltors* 
eooeltttloA  that  tho  Oovoromoat  010  not  roottoo  aay  boniflto  froa  thA  assist 
•aOits  perforskoO  on  ooatroet  DilE07*66-0-A050.  Vo  coaouti  boirSVAr,  vltA 
Audit  lAOOmOOdAtiOAA  3A  ADO  3b*  Ibo  rAtlOBAlA  for  oor  pOAltioA  it  OOAtAined 
la  oar  Mply  (EnalosurA). 

3.  Our  revloif  of  tbo  draft  report  thovAd  no  reAsoo  to  olaoslfy  or 
protAotlrolj  lArk  say  portloo*  Alsoi  UiA  draft  r^rt  OoAA  oot  eoAttla  sAy 
oporatioBA  sAcurity  laforvAtioa  abloh  aesda  to  bo  protoetad. 


C.2.a. 

and 

C.2.b. 


EboI 


LEO  J.  FZGAT7 
Hajor  Qaaorali  OSA 
CcBaAodlas 


t 
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C0IM4»  mtt 

DCD  iMptcior  Draft  Mfart  froj*et  lo.  ICI-OOOl 

inllt  «f  tu  miteUott  of  satooatraet  rrioo  fropocala 
0.3.  kmf  Tonk-AtttmoUvo  ro—awi 


Final  Repor 
Recommendat io 

mpno  Di  OovorBMat  iaalat  Audita  Dubllahad  Aftar  Coatraot  Frloa 
■••otiatlaM. 

c 

Tho  GovoraMat  aado  aadlto  of  aubeoatraet  propoaals  for  atleh  it  did  not 
roooloo  anr  taaoflts.  min  altimtloa  ooourrod  boonuno  oontraetiat  officers 
did  not  alanya  feUoMp  vith  tho  Dofattno  Cotttraat  Audit  Aioaef  CDCAA)  on 
outatandlzkt  anoint  aadlt  rc|>orta  befero  foaobifit  tho  final  a^oaaat  an 
oootradt  prtc»  or  thay  did  not  dolor  aafotiatlnan  pondina  analat  audit  ranults 
for  ai^eontraot  eostn.  Alno,  ecntmctlag  o^laara  roQUoatod,  a&d  SCAi 
porforiMd  aialat  audita  after  tho  prlno  doacradtor  and  tht  Oovonmant  agreed 
on  a  flTA-flxed  eon  tract  prieo.  In  thoaa  Oituatlonot  oontractiag  officers 
vnatad  DCD  eentraot  audit  roooureon.  An  a  raoaltt  «o  projootod  that  DCAl 
porfomad  td  anoint  andlto  ooating  |169»7t2  in  audit  rcaouroai,  iftleh  had 
petantUl  hanafltn  to  tho  prlaa  oontmetori  tut  tho  Gofomnont  did  not  rocelTO 
OBJ  tenafita* 

OOMORS  Of  nafiXIG  Ot  lonooiieur.  lefnrdiflf  contract  0AA807*d6-C^A050|  we 
dlaagroa  with  mo  nodltora*  eoaelaaien  thnt  tho  Goeomnaet  did  net  roeolvo  anr  ^ 
benaflta  froa  onslst  audita  porferaod  aftar  tho  print  ocntraater  and  tho 
Oovamnottt  acrood  on  a  flra-flnod  eentraot  prioa.  Za  negotintlac  firft-fixod 
prieo  oontraeta,  tho  0.3.  Ar«r  Tank-Autefotifa  Cenaaad  ganartlly  acrooa  to 
-  proflda  aaaiat  audita^  ta  noaaaaarjr,  for  ma  priho  ocntractor  in  axmatifo  for 
a  dacranant  factor  on  tha  contract  ^ea^  IB  iffacti  tha  Oovertment  rcecitros 
ita  Bcactarf  tanafitn  for  aaaint  audita  in  tha  fem  of  reduced  pricen  at  the 
tina  tba  oentract  la  awaidad. 

IDDXnOIlL  fACnt  IppeMii  A,  tiUad  •SCEDQLI  Of  SAIffLtt  CDfTUCt8*»  raport 
pa«e  $1  ihova  a  ftlud  of  contract  actlGB  of  lA70i922|000  for  contract  swbar 
DUSO7-83-C-I05O-OO9/O15*  The  valac  of  BodifiettieBA  ROOGt  tad  MO0 16  la 
|A4i0,923»97t*  Tha  CMOfit  currenUf  ihcdifi  CB  pa$c  51  ia  tha  raport  ref  loots 
the  fclua  of  foor  aodlflgaticns:  F20009»  fOOOll)  FOOOISi  and  900020. 

iBGOHMBmAIXOl  3ai  Vo  recoancud  that  thC  Cmaandart  fiCGf  iaaua  poliep  ^ 

gaidanoa  to  emtraotlnt  officara  that  anacrai  that  raacaata  for  anaiat  audits 
of  aubooatrootor  prica  propoaalc  arc  iada  auffloiaatip  in  advanea  of  price 
BCfotlatiena  no  that  raaulta  nar  ba  oacd  la  daaaiopl&i  naietlatlooa 
obdaotitaa* 

ACTIOM  tlKlft  Ceaeor.  tha  rooownMad  policy  tuldaaec  wlli  be  iaauad  to  the 
ccntraotliit  cfficcre  by  31  <laamry  1990* 
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COHKUD  IBPLT 

DQD  lAsp^otor  QMMrAl  Prtft  l*port  Vo*  $CS*0001 

indit  of  tho  IVAloAtlott  of  Suboeatrtfit  Prioo  Propooals 
U*9.  ingf  Took-Autcaietlvo  Cenojul 


IBCttOODBmOV  Sbj  ft  rOOOaMBd  thlt  tho  Cevstlldir,  MCOM  issuo  poUoy  Recommendation 
to  oQBtTMtia*  offlooro  that  oBsuros  that  aay  poqueat*  for  lititt  — — 

aiailta  aftar  prioa  aasotiatioaa  oa  flni'-riMd  prio*  eoatraota  aro  ealy  aide  it  c.i.h. 
thor«  «ill  Vd  d  potaatidl  dlraot  aoaatanr  boaafit  (i.a.,  pridd  roduottoa)  to 
iba  Qotdisaaat  oa  th«  taoediata  eoatraet. 

leriOV  Tmvt  Cbaoor.  iha  roacaaeadod  policy  piidwao^  Kill  ba  laauad  to 
oeatraoUBf  affloara  vitb  tisa  atlpuiatlod  that  requcata  for  aaaiat  aidita 
after  oeatract  aaard  aa  fim^fived  priaa  aontriata  alii  ba  aada  only  if 
(1)  It  la  ballevad  that  tha. aaaiat  audita  vlil  raiuit  la  a  potcatial  diraet 
iMBatary  baaaflt  to  tha  OovarBaaat  oa  tha  laaediata  ooatraoti  or  (il)  thay  caa 
he  diraatiy  litdcad  to  daaraaant  faetora  tdileh  verO  asraad  to  by  tha  priaa 
oeatraatcr  durlaf  aoatraot  aasotiatloea.  Thia  culdaaoo  alll  be  Iteuad  by 
31  Ja&ttry  1990. 


* 
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department  of  the  navy 

^m£  aSS'S’AN"-  SECRE^APV  OP  ^-•E  NA^- 

SHiP8wH.DlNG  and  .OGiS’!'>C5 
WASHiNG'^ON  DC  20360  5000 


MEMORANDUM  FOR  DEPARTMENT  OF  DEFENSE  INSPECTOR  GENERAL 

(DIRECTOR,  CONTRACT  MANAGEMENT  DIRECTORATE) 

Subj  ;  DRAFT  REPORT  ON  THE  AUDIT  OF  THE  EVALUATION  OF  SUBCONTRACT 
PRICE  PROPOSALS  (PROJECT  NO.  8CE-0001 ) 

Enel:  (1)  Na''/y  Comments  on  8CE-0001 

Enclosure  (1)  provides  cur  comments  on  the  subject  report. 

We  concurred  in  part  with  findings  A,  B,  C,  D  and  E-  We 
nonconcurred  with  a  variety  of  the  recommendations.  Please  see 
enclosure  (1)  for  the  details  as  they  are  too  voluminous  to 
synopsize  here. 

The  point  of  contact  for  this  correspondence  is  Mr.  Anthony 
DeVico  at  692-8657. 


-1  /  . 

FRANK  W.  SWOFFORD 

By  Direction  of  the  Secretary  of  the  Navy 


Copy  ro: 

NCB-53 

NAVINSGEN 


67 


APPENDIX  M 
Page  1  of  11 


NAVY  COMMENTS  ON  8CE-G0Q1 


Finding  A.  Prime  Contractors  Realize  Significant  Savinas  on 
Subcontracted  Items 

Prime  contractors  realized  significant  savings  on 
subcontracted  items  by  not  providing  the  Government  with  the 
results  of  their  subcontract  cost  analyses  for  subcontracts  that 
they  negotiated  subsequent  to  reaching  agreement  on  prime 
contract  price.  This  occurred  because  DOD  procurement  officials 
were  not  taking  sufficient  actions  to  ensure  that  subcontract 
cost  or  pricing  data  were  complete  and  submitted  in  a  timely 
manner  as  required  by  the  Federal  Acquisition  Regulation.  Also, 
procurement  officials  did  not  protect  the  Government's  interest 
when  subcontract  negotiations  were  not  completed  until  after 
Government /prime  contractor  negotiations.  We  found  that  44.7 
percent  of  noncompetitive  subcontracted  items  were  negotiated  by 
prime  contractors  after  reaching  agreement  on  contract  price  with 
the  Government.  Prime  contractors  also  negotiated  competitive 
and  dual-source  subcontracts  after  negotiating  final  contract 
prices  with  the  Government.  We  projected  that  prime  contractors 
negotiated  subcontract  cost  reductions  totaling  $93,781,430  after 
negotiations  were  completed  with  the  Government.  However,  the 
savings  were  not  passed  on  to  DOD.  As  a  result,  FY  1986  and  1987 
firm-fixed-price  contract  actions,  negotiated  at  $10  million  or 
more  in  FY  1987,  were  overpriced  by  $94  million  in  base 
subcontract  costs. 

N'aw  Response  -  Concur  in  part.  Comments  c.n  specific  issues  are 
addressed  in  our  responses  to  the  recommendations. 

DODIG  Recommendations: 


1.  We  recommend  that  the  Assistant  Secretary  of  Defense 

(Production  and  Logistics)  issue  a  policy  memorandum  to 
•Military  Departments  and  Defense  age.ncies  emphasizing  the 
need  for  contracting  officers  to  require  prime  contractors 
to : 

a.  Submit  proposals  in  Federal  Acquisition  Regulation  table 
15-2  format. 


b.  Obtain  results  of  prime  contractor's  cost  analyses 
before  negotiations. 

c.  Apply  decrement  factors  to  the  proposed  price  of 
undefinitized,  noncompetitive  proposed  parts  that  are 
not  significant. 
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d.  Use  negotiated  reopener  clauses  in  f irm-f ixed-price 
contracts  when  substantial  subcontract  costs  have  not 
been  negotiated  before  agreement  on  price  or  delay 
contract  negotiations  until  these  subcontracts  have  been 
negotiated. 

2.  We  recommend  that  the  Assistant  Secretary  of  Defense 
(Production  and  Logistics)  report  in  the  annual  Statement  of 
Assurances  and  track  the  deficiencies  addressed  in 
recommendation  1,  as  material  internal  control  weaknesses 
using  procedures  established  in  DOD  Directive  5010.38, 
"Internal  Management  Control  Program,"  April  14,  1987. 

3.  We  recommend  that  the  Director,  Defense  Contract  Audit 
Agency,  issue  guidance  establishing  a  requirement  that  Audit 
Reports  on  Evaluation  of  Initial  Price  Proposal  identify 
purchase  orders  and  subcontracts  exceeding  $100,000,  for 
which  the  Federal  Acquisition  Regulation  required  cost 
analyses  have  not  been  performed  by  the  prime  contractor. 

4.  We  recommend  that  the  Director,  Defense  Logistics  Agency, 
issue  a  policy  memorandum  to  financial  services  personnel 
emphasizing  the  requirement  to  conduct  and  document 
preanalysis  meetings,  which  establish  the  party  responsible 
for  analysis  of  each  proposed  cost  element. 

Navy  Response  -  Concur  with  recommendations  l.a.,  l.b.,  and  l.c. 

based  on  removal  of  "that  are  not  significant”  from  l.c. 
Application  of  decrement  factors  to  all  undefinitized, 
noncompetitive  proposal  prices  based  on  an  analysis  is  good  and 
normal  contract  negotiation. 

l.d.  Nonconcur.  Use  of  reopener  clauses  on  fixed  price 
contracts  as  described  in  the  recommendation  is  not  sound 
pricing  policy.  We  should  perform  an  analysis  and  apply  an 
appropriate  decrement  factor  for  all  undefinitized, 
noncompetitive  parts.  If  the  reopener  clause  is  for 
downward  adjustment  only,  the  contractor  has  no  incentive  to 
negotiate  the  subcontract  at  a  lower  pi ice  than  what  is 
called  out  in  the  prime  contract  since  the  price,  and 
profit,  of  the  prime  contract  will  be  reduced  accordingly. 
The  contractor  must  give  back  profit  dollars.  If  the 
reopener  clause  allows  for  upward  adjustment  as  well,  then  a 
"cost  plus  a  percentage  of  cost”  environment  exists  where 
the  higher  the  negotiated  price  of  the  subcontract,  the  more 
profit  dollars  the  contractor  will  receive  when  the  prime 
contract  is  repriced. 
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Allowing  the  contractor  to  keep  dollars  achieved  by  reducing 
subcontract  prices  or  absorb  price  increases  above  that  which  is 
negotiated,  acts  as  an  incentive  to  the  contractor  and  provides 
the  government  with  lower  base  line  costs  upon  which  to  negotiate 
follow  on  production  contracts.  The  lower  subcontract  costs 
would  be  revealed  in  the  cost  and  pricing  data  submitted  with  the 
proposal  for  the  next  procurement-  The  instant  benefits  that 
accrued  to  the  contractor  are  offset  by  the  benefits  that  accrue 
to  the  government  in  future  purchases. 

The  DODIG  position  may  have  some  validity  for  one  time  buys, 
in  which  case,  negotiators  must  be  particularly  vigilant  when 
pricing  and  negotiating  the  contract  to  assure  themselves  that 
subcontract  prices  are  reasonable.  However,  in  situations  where 
follow  on  buys  are  being  made,  the  use  of  reopener  clauses  will 
be  detrimental  to  the  government,  since  their  use  will  result  in 
higher  baseline  costs  upon  which  the  follow  on  proposals  will  be 
based.  For  these  same  reasons,  we  nonconcur  with  the 
recommendation  to  delay  negotiations  with  the  prime  contractor 
until  the  subcontracts  are  negotiated. 

2.  Nonconcur.  Based  on  our  nonconcurrence  with 
recommendation  l.d.,  we  do  not  believe  there  are  any 
material  internal  control  weaknesses . 

3.  The  Navy  has  no  comment  on  this  recommendation. 

4.  Nonconcur.  Conducting  and  documenting  preanalysis 
meetings  is  a  needless  and  burdensome  effort.  Major  areas 
of  responsibility  are  already  set  forth  in  the  FAR  and 
DFARS.  Remaining  issues  can  be  resolved  through  normal 

PCO  ACO/DCAA  interfaces  which  occur  during  proposal  analysis 
and  negotiation. 

Finding  B.  Analysis  of  Competitive  Subcontractor  Proposals 

The  Government  did  not  receive  any  monetary  benefit  from 
prime  ccntractor  analyses  and  subsequent  r.egotiations  of 
competitive  subcontract  proposals.  This  situation  occurred 
because  contracting  officers  were  not  aware  of  prime  contractor 
analyses  of  competitive  subcontract  proposals  because  the  Federal 
Acquisition  Regulation  (FAR)  and  DOD  FAR  Supplement  do  not 
require  cost  analysis  of  competitive  subcontracts.  Prime 
contractors  also  did  not  apply  decrement  factors  to  competitively 
proposed  subcontracts.  As  a  result,  prime  contractors  negotiated 
savings  of  $13.3  million  in  competitive  subcontract  costs,  which 
were  not  passed  on  to  the  Government. 
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Navy  Response  -  Concur  in  part-  Contracting  personnel  should 
obtain  contractor  analysis  of  competitive  subcontracts  including 
prior  actual  expenses. 

DODIG  Recommendations: 

1.  We  recommend  that  the  Assistant  Secretary  of  Defense 
(Production  and  Logistics)  include  coverage  of  competitive 
and  dual-source  items  in  its  policy  memorandum  issued  to  the 
Military-  Departments  and  Defense  agencies  in  response  to 
recommendation  1  to  Finding  A.  The  policy  memorandum  should 
emphasize  the  need  for  contracting  officers  to  require  prime 
contractors  to  submit  proposals  in  Federal  Acquisition 
Regulation  table  15-2  format,  obtain  results  of  prime 
contractor's  cost  analyses  before  negotiations,  and  apply 
decrement  factors  to  noncompetitive,  competitive  and  dual- 
source  proposed  parts  whenever  the  contractor  has  a  history 
of  negotiating  lower  prices  with  its  subcontractors  and  the 
proposed  subcontract  costs  are  not  significant,  or  use 
negotiated  reopener  clauses  in  firm-fixed-price  contracts 
where  substantial  subcontract  costs  have  not  been  negotiated 
before  agreement  on  price,  or  delay  contract  negotiations 
until  these  subcontracts  have  been  negotiated. 

2.  We  recommend  that  the  Assistant  Secretary  of  Defense 
(Production  and  Logistics)  report  in  the  annual  Statement  of 
Assurances  and  track  the  deficiencies  addressed  in 
recommendation  1,  as  material  internal  control  weaknesses 
using  procedures  established  in  DOD  Directive  5010.38, 
"Internal  Management  Control  Program,"  April  14,  1987. 

3.  To  strengthen  internal  controls,  we  recommend  that  the 
Director,  Defense  Contract  Audit  Agency,  expand  its  audit 
guidance  for  surveys  of  contractor  estimating  systems  to 
include  identification  in  estimating  systems  survey  reports 
of  contractors  who  have  written  policies  or  actual  practices 
of  negotiating  competitive  or  dual-source  quotes. 

N'av/  Response  -  Concur  in  part  with  recommendation  1,  It  should 
be  revised  to  reflect  our  suggestions  for  recommendations  A.l.a. 
and  A.l.b.  We  nonconcur  with  the  portion  of  this  recommendation 
that  suggests  use  of  reopener  clauses  or  delaying  contract 
negotiations.  See  our  comments  on  recommendation  A.l.d. 
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r inai  Report 
Recommendation 


The  key  to  this  Issue  is  the  adequacy  of  price  competition. 

It  is  the  responsibility  of  the  contractor  to  document,  and  the 
negotiator  to  review,  the  adequacy  of  competition.  In  cases 
where  additional  reductions  were  achieved  in  subcontract  prices, 
there  may  not  have  been  competition  to  begin  with.  Or  the 
reductions  may  be  examples  of  prime  contractors  using  the 
strength  of  their  position  to  achieve  further  reductions  to 
already  competitive  prices.  In  either  case,  the  government 
obtains  the  benefits  of  their  reductions  in  subsequent 
negotiations  through  the  analysis  of  actual  negotiated  costs. 

2.  Nonconcur.  As  wit.h  recommendation  A.  2,  we  do  not 

believe  there  are  any  material  internal  control  weaknesses. 

3.  The  Navy  has  no  comment  on  this  recommendation. 

Finding  C.  Use  of  Government  Assist  Audits 

Deletec 

Contracting  officers  did  not  always  use  or  did  not  document 
t.heir  use  of  Government  assist  audits  in  negotiating  contract 
prices.  This  situation  was  caused  by  contracting  officers  either 
not  complying  with  the  Federal  Acquisition  Regulation  <  FAR  ,  and 
DOD  FA?.  Supplement  or  not  using  assist  audits  because  prime 
contractors  had  concluded  subcontract  negotiations  before  the 
audit  results  were  known.  Based  on  our  statistical  sample,  we 
projected  that  the  Defense  Contract  Audit  Agency  { DCAA )  performer 
90  Assist  audits  costing  S248,692  in  audit  resources  for  which 
the  Government  received  no  benefit.  Failure  to  use  Goverrur.ent 
assist  audits  could  result  in  overpricing  of  subcontra_ct  ccsts* 
Furt.her ,  failure  to  document  t.he  disposition  of  assist  audit 
report  recorruTie.ndations  could  hinder  management's  ability  tc 
evaluate  the  effectiveness  of  contract  negotiations  and  DCA-^'s 
ability  tc  measure  the  quality  and  effectiveness  of  its  audit 
services . 

Na^/v  P.esccnse  -  Concur  in  part.  We  agree  that  contract 
.negotiators  may  net  always  adequately  document  the  file  regardi.tr 
t.he  use  or  nonuse  of  subcontract  assist  audits.  We  do  not  agree 
that  this  results  only  from  either  failure  to  comply  with  the 
or  net  -si.ng  the  assist  audits  because  prime  ccntractors  had 
concluded  negotiations  before  the  audit  report  was  complete.  The 
audit  reports  may  have  been  erroneous,  late  or  of  inconsequential 
value . 
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We  agree  that  failure  to  use  the  assist  audit  report  might 
result  in  contract  overpricing  but,  again,  would  point  out  the 
benefits  that  would  flow  to  the  government  during  follow  on 
negotiations.  We  do  not  agree  that  failure  to  document  use  of 
audit  report  recommendations  hinders  management's  ability  to 
evaluate  the  negotiation  process.  Contract  negotiations  is  much 
more  than  the  resolution  of  audit  recommendations. 

DODIG  Recommendations: 


1.  We  recommend  that  the  Assistant  Secretary  of  Defense 
(Production  and  Logistics)  issue  a  policy  memorandum  to  the 
Military  Departments  and  Defense  agencies  that  emphasizes  to 
contracting  officers  the  need  to  use  assist  audit  results  in 
developing  negotiation  positions  and  to  document  the  use  of 
assist  audit  results  in  the  price  negotiation  memorandum. 

2.  We  recommend  that  the  Assistant  Secretary  of  Defense 
(Production  and  Logistics)  report  in  the  annual  Statement  of 
Assurances  and  track  the  deficiencies  addressed  in 
recommendation  1,  as  material  internal  control  weaknesses 
using  procedures  established  in  DOD  Directive  5010.38, 
"Internal  Management  Control  Program,"  April  14,  1987. 

Navy  Response  -  Concur  in  part  with  recommendation  1 . 

Existing  policy  and  FAR/DFARS/ Naval  Acquisition  Procedures 
Supplement  (NAPS)  guidance  is  adequate  regarding  the  contracting 
officer’s  responsibilities,  however;  it  may  be  appropriate  for 
ASD(P&L)  to  address  procedures  for  DCAA  to  begin  subcontract 
assist  audits  without  waiting  for  contracting  officer  requests. 
Lines  of  authority  between  DCAA  prime  and  subcontract  auditors 
should  also  be  addressed  to  ensure  that  assist  auditors  are  held 
accountable  for  timely  submission  of  their  subcontract  analysis 
to  the  DCAA  prime  contractor  auditor.  Timely  submission  of 
subcontract  assist  audits  is  crucial  to  ensuring  their  use. 

Contract  negotiators  and  auditors  must  both  plan  in  advance 
how  they  will  handle  major  proposal  submittals.  Both  must  ensure 
that  major  subcontractors  are  identified  and  acted  upon  as  early 
in  the  process  as  possible.  Delaying  contract  negotiations  to 
wait  for  assist  audits  is  not  a  viable  avenue.  Contract 
negotiations  must  commence  in  a  timely  manner  to  ensure  that 
contract  award  and  delivery  schedules  are  met  and  the  Government 
is  not  forced  to  use  letter  contacts. 
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Recommendatioi 

2.  Nonconcur.  We  do  not  believe  there  are  any  material 
internal  control  weaknesses. 

Finding  D.  Government  Assist  Audits  Published  After  Contract 

Price  Negotiations  ^ 

The  Government  made  audits  of  subcontract  proposals  for 
which  it  did  not  receive  any  benefits.  This  situation  occurred 
because  contracting  officers  did  not  always  followup  with  the 
Defense  Contract  Audit  Agency  i DCAA )  on  outstanding  assist  audit 
reports  before  reaching  the  final  agreement  on  contract  price  or 
they  did  not  delay  negotiations  pendi.ng  assist  audit  results  for 
subcontract  costs.  Also,  contracting  officers  requested,  and 
DCAA  performed,  assist  audits  after  the  prime  contractor  and  the 
Government  agreed  on  a  firm-fixed  contract  price.  In  these 
situations,  contracting  officers  wasted  DOD  contract  audit 
resources.  As  a  result,  we  projected  that  DCAA  performed  76 
assist  audits  costing  $169,742  in  audit  resources,  whic.h  had 
potential  benefits  to  the  prime  contractor,  but  the  Government 
did  not  receive  any  benefits. 

Navy  Response  -  Concur  in  part.  There  may  be  instances  when 
contracting  officers  do  not  follow  up  with  auditors  on 
outstanding  assist  audits  and  do  request  audits  after  the  prime 
contract  price  has  been  agreed  to.  We  do  not  agree  with  the 
conclusion  that  these  actions  always  result  in  wasted  contract 
audit  resources  and  that  the  government  never  receives  any 
benefits. 

Failure  to  follow  up  may  be  a  failure- to- document  why ■-it^.-wasr 
not  necessary  to  await  the  final  official  audit  results. 

Previous  discussions  wich  auditors  may  have  already  provided  any 
significant  input  required  or  the  contracting  officer  may  have 
deterr.i.ned  that  t.he  results  would  not  be  of  significant  i-mpacc  on 
the  overall  negotiations. 

.-.idle  reports  requested  afeer  agreement  on  price  can  still 
be  used  by  both  the  contractor  and  or  the  governmenr  as 
references  for  fueure  acquisitions.  If  the  audits  result  in 
lower  subcontract  prices  on  the  i.nstant  contract  t.nese  lower 
prices  will  become  the  baseline  for  follow  on  negotiations. 

DODIG  Recommendations: 

1.  We  recommend  that  the  Assistant  Secretary  of  Defense 

(Production  and  Logistics!  issue  a  policy  memorandum  to  the 
Military  Departments  and  Defense  agencies  that  emphasizes  to 
contracting  officers  the  need  to: 
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a.  Follow  up  with  the  Defense  Contract  Audit  Agency  on 
outstanding  assist  audits  before  prime  contractor  and 
Government  agreement  on  final  contract  price  occurs, 

b.  Use  of  a  contract  reopener  clause  for  subsequent 
redetermination  of  subcontract  costs  for  significant 
subcontracts  not  negotiated  at  the  time  the  prime 
contractor  and  the  Government  agree  on  contract  price 
when  it  is  known  that  an  assist  audit  is  in  progress  or 
will  be  requested,  or 

c.  Delay  negotiations  pending  assist  audit  results - 

2.  We  recommend  that  the  Assistant  Secretary  of  Defense 

( Production  and  Logistics )  report  in  the  annual  Statement  of 
Assurances  and  track  the  deficiencies  addressed  in 
recommendation  1,  as  material  internal  control  weaknesses 
using  procedures  established  in  DOD  Directive  5010.38, 
"Internal  Management  Control  Program,”  April  14,  1987. 

3.  We  recommend  that  the  Commander,  U.S.  Army  Tank- Automotive 
Command,  issue  policy  guidance  to  its  contracting  officers 
that  ensures: 

a.  Requests  for  assist  audits  of  subcontractor  price 
proposals  are  made  sufficiently  in  advance  of  price 
negotiations  so  that  results  may  be  used  in  developing 
negotiation  objectives. 

b.  Any  requests  for  assist  audits  after  price  negotiations 
on  firm-fixed  price  contracts  are  only  made  if  there 
will  be  a  potential  direct  monetai^’  benefit  (i.e.,  price 
reduction)  to  the  Government  on  the  immediate  contract. 

Navy  Response  -  Nonconcur  with  recommendations  l.a.,  l.b.  and 

l.c.  Additional  policy  in  these  areas  is  net  necessary.  Follow¬ 
up  can  be  addressed  via  regular  chain  of  cenmand.  We  have 
discussed  in  ample  detail  our  objections  tc  the  use  of  reopener 
clauses  and  delaying  negotiations. 

2.  Nonconcur  -  We  do  not  believe  there  are  any  material 
internal  control  weaknesses. 

3 .  We  have  no  comment  on  this  recommendation  as  it  does  not 
pertain  to  the  Navy. 
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“inal  Report 
Finding 

Finding  E.  Defective  Pricing  of  Nine  Contracts  D 

Nine  contractors  violated  the  provisions  of  the  Truth  in 
Negotiations  Act,  as  amended  (formerly  codified  at  10  U.S.C, 
title  10,  section  2306(f)),  by  not  providing  accurate,  complete, 
and  current  cost  or  pricing  data  in  support  of  their  subcontract 
costs.  These  nine  contractors  did  not  provide  the  Government 
negotiator  with  the  most  current  quotes  available,  did  not  update 
proposals  to  reflect  subcontract  prices  negotiated  before 
agreement  on  prime  contract  price,  or  did  not  disclose  results  of 
t.te^r  cost  analyses  and  negotiation  targets  for  undef ini tized 
subcontracts  developed  before  agreement  on  contract  price.  As  a 
result,  these  nine  contracts  were  potentially  defectively  priced 
by  $1.4"  million.  All  potential  defective  pricing  has  been 
referred  to  cogniza.nt  DCAA  offices  and  will  be  incorporated  into 
their  comprehensive  defective  pricing  reviews. 

Na-v/  Response  -  Concur  in  part.  Comments  on  specific  issues  are 
addressed  in  our  responses  to  the  recommendations. 

2CDIG  Recommendations: 


We  recommend  that  the  Assistant  Secretary  of  the  Navy 
< Shipbuilding  and  Logistics ) : 

a.  Request  the  cognizant  procurement  contracting  officers 
to  monitor  the  progress  of  the  responsible  Defense 
Contract  Audit  Agency  offices  that  have  agreed  to 
:  .  perform -GGmpreh^tSiye--def active -pricing  reviews  on  the 

following  contracts,  based  on  our  referral  of  potential 
defective  pricing  of  31,147,229. 

Defective 
Amount 


S  686,303 
33,454 
134,250 
i:’,  098 
138,107 
88.017 
S  1,147.229 

b.  Take  appropriate  action  to  recover  any  contract 

overpricing  pursuant  to  the  Truth  in  Negotiations  Act, 
as  amended , 


Contract 

N'CC0i9-36-C-0326 

NCCC19-8"-C-C052 

NCCC24-86-C-5212 

NCC024-S7-C-6313 

N0C024-37-C-6C66 

N00039-87-C-0088 
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2.  We  recommend  that  the  Assistant  Secretary  of  the  Air  Force 

( Acquisition) : 

a.  Request  the  cognizant  procurement  contracting  officer  tc 
monitor  the  progress  of  the  responsible  Defense  Contract 
Audit  Agency  office  that  has  agreed  to  perform 
comprehensive  defective  pricing  reviews  based  on  our 
referral  of  potential  defective  pricing  of  $244,009  on 
the  following  contracts. 

Defective 

CONTRACT  A.-nount 

F33657-86-C-0068  $104,758 

F34601-87-C-2269  159.251 

$244,009 

b.  Take  appropriate  action  to  recover  any  contract 
overpricing  pursuant  to  the  Truth  in  Negotiations  Act, 
as  amended . 

3.  We  recommend  that  the  Assistant  Secretary  of  the  Army 

(Research,  Development  and  Acquisition): 

a.  Request  the  cognizant  procurement  contracting  officer  at 
the  U.S.  Army  Missile  Command  to  monitor  the  progress  of 
the  responsible  Defense  Contract  Audit  Agency  office 
that  has  agreed  to  perform  a  comprehensive  defective 
pricing  review  based  on  our  referral  of  potential 
defective  pricing  of  $79,964  on  Conrract  Number  DAAH  01- 
87-C-0220. 

b.  Take  appropriate  action  to  recover  any  contract 
overpricing  pursuant  to  the  Truth  in  .Negotiations  Act, 
as  amended . 

Navy  Response  -  Nonconcur  with  recommendation  l.a.  It  is  not 
appropriate  nor  is  there  time  for  Navy  contracting  officers  to 
monitor  DCAA  auditors.  If  DCAA  believes  there  is  defective 
pricing,  they  will  notify  us  and  at  that  ti.ne  we  will  take 
appropriate  action. 

Concur  with  recommendation  l.b. 

We  have  no  comment  on  recommendations  2  and  3  as  they  do  not 
pertain  to  the  Navy. 
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department  of  the  air  force 

WASHINGTON  DC  20330-1000 


DEC.  5 1989 


omcc  or  yvn  »w«tant  kcwetawy 


MEMORANDUM  FOR  ASSISTANT  INSPECTOR  GENERAL  FOR  AUDITING 
OFFICE  OF  THE  INSPECTOR  GENERAL 
DEPARTMENT  OF  DEFENSE 

SUBJECT:  DOD/IG  Draft  Report  on  the  Audit  of  the  Evaluation  of 
Subcontract  Price  Proposals  (Project  No.  8CE-0001)  - 
INFORMATION  MEMORANDUM 

This  is  in  reply  to  your  memorandum  for  Assistant  Secretary 
of  the  Air  Force  (Financial  Management  and  Comptroller)  requesting 
comments  on  the  findings  and  recommendations  made  in  subject 
report  - 

As  is  discussed  in  the  report,  the  Air  Force  has  been 
concerned  about  the  area  of  subcontract  pricing.  We  have  recently 
modified  the  AFFARS  to  add  coverage  related  to  the  use  of 
decrement  factors,  assist  audits,  and  obtaining  prime  contractor 
analyses  of  subcontractor  data.  In  addition,  we  have  recommended 
that  Contracting  Officers  delay  negotiation  of  the  prime  contract, 
when  feasible,  pending  definitization  of  subcontracts,  conduct 
joint  government /prime  contractor  analysis  of  the  subcontract 
proposal  and/or  decrease  prime  contractor  profit  if  they  are 
unwilling  or  unable  to  provide  necessary  subcontract  proposal 
analysis . 

As  the  report  also  notes,  the  Air  Force  did  not  add  specific 
coverage  related  to  the  use  of  reopener  clauses.  While  we  concur 
that  there  may  be  times  when  use  of  a  reopener  clause  is 
appropriate,  there  is  nothing  which  precludes  their  use  now.  We 
do  not  believe,  however,  that  reopener  clauses  should  be 
emphasized  as  a  primary  tool  for  use  in  resolution  of  subcontract 
prices.  There  are  other  tools  available,  such  as  decrement 
factors,  which,  when  based  on  contractor  history,  can  provide  the 
government  with  reasonable  assurance  of  obtaining  fair  and 
reasonable  prices.  Also,  reopener  clauses  can  work  to  our 
disadvantage  if  the  subcontract  price  goes  up.  We  do  not  have  the 
resources  to  constantly  renegotiate  contracts  nor  do  we  always 
have  the  flexibility  to  delay  award  pending  negotiation  of  all 
subcontract  costs.  There  are  many  times  when  the  most  prudent 
action  is  to  take  those  steps  available  to  protect  the  government 
(e.g.,  decrement  factors,  obtaining  prime  contractor  analysis  of 
subcontract  proposals,  etc.)  and  negotiate  and  obtain  closure  on  a 
given  contract.  Consequently,  we  do  not  concur  with  the 
recommendation  made  throughout  the  audit  report  for  the  Assistant 
Secretary  of  Defense  (Production  and  Logistics)  to  emphasize  the 
need  for  contracting  officers  to  require  prime  contractors  to  use 
negotiated  reopener  clauses. 
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Final  Report 

Ne  also  do  not  concur  vith  the  various  recommendat iorv5~that'‘"^ 
the  Assistant  Secretary  of  Defense  (Production  and  Lo9istics) 
report  in  the  annual  Statement  of  Assurances  and  track  the 
deficiencies  addressed  as  material  internal  control  weaknesses. 
While  we  concur  that  subcontract  pricing  is  an  area  of  concern, 
and  while  the  Air  Force  has  taken  steps  to  provide  guidance  to 
contracting  officers  on  this  issue  by  amending  the  AFFARS,  we  do 
not  believe  that  this  area  represents  a  problem  so  significant 
that  it  warrants  definition  as  a  material  internal  control 
weakness . 

There  is  only  one  finding  which  is  specifically  addressed  tc 
the  Air  Force.  Finding  E.2.  recommends  that  the  Assistant 
Secretary  of  the  Air  Force  (Acquisition)  request  the  PCO  to 
monitor  t.he  progress  of  the  responsible  DCAA  office  in  performing 
defective  pricing  reviews  on  contracts  F33657-86-C-0068  and 
F34601-87-C-2269  and  take  appropriate  action  to  recover  any 
contract  overpricing.  The  Air  Force  concurs  with  this 
recommendation  and  has  requested  the  cognizant  PCO  take  action  as 
necessary  to  follow  up  on  the  defective  pricing  audits. 


Depuh  Assistant  Secretary 
(A  tquisihon  Management  4i  Policy) 
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DEFENSE  CONTRACT  AUDIT  AGENCY 

CAMERON  STATION 
ALEXANDRIA,  VA  213«4-«17t 


IN  aOt-T  —TKW  TO 


PLD  703.3.3.10  (8CE-0001  )  Final  Report 

Recommendation 

MEMDW'iNDUM  PCR  ASSISTANT  INSPECTOR  GENERAL,  AUDITING 

SUBJECT:  Draft  Report  on  the  Audit  of  the  Evalioation  of  Subcontract  Price 
Proposals  (Project  No.  805-0001) 

Reference  your  5  October  1989  draft  r^^xart  on  the  subject  review.  We 
have  reviewed  the  report  and  its  recoramendaticns,  specifically  A3andB2 
recommendaticns  A3  and  B3,  arad  are  providing  detailed  comments.  In 
addition,  we  are  providing  coiments  on  those  sections  of  your  r^xart 
entitled,  "Assist  Audits  Published  after  Contract  Negotiations." 

Please  direct  any  questions  regarding  this  matter  to  Jacqueline 
Hlavin,  Program  Manager,  Policy  Liaison  Division,  telephone 
(202)  274-7521. 

TOE  DIRECTOR: 


Enel 

AIG(A)  Reconinendations  and  DCAA  Responses 
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iaG(A)  RecianiMndatLons  and  BOA  RBcpcnaco 


"‘-'lal  ^enort 

Recommendation 


p.3rT-iiinprriatu.an  A. 3 . :  We  recxronerd  that  the  Director,  Defense  Contract 

Audit  Agency,  issue  guidance  establishing  a  requinenient  that  Audit  Reports 
cn  Evaluation  of  Initial  Price  Proposal  identify  purchase  orders  and 
sulxxjn  tracts  exceeding  $100,000,  for  vhich  the  Federal  Acquisition 
Regulation  required  oost  analyses  have  not  been  perfarmed  by  the  prime 
ocn  tractor. 


DCAA  Response:  Ooncur  in  Principle,  We  will  issue  guidance  establi^ung 
a  requirement  that  Audit  Reports  on  Evaluation  of  Initial  Price  Proposals 
identify  purchase  orders  and  subocntracts  for  which  the  FAR  required  oost 
analyses  have  not  been  perfarmed  by  the  prime  ocntractar.  In  order  to 
stay  consistent  with  FAR  15.806-2(a),  our  guidance  will  require 
identificaticn  of  purchase  orders  and  subcontracts  for  each  cost  estimate 
that  is  (1)  $1,000,000  or  more,  (2)  both  mere  than  $100,000  and  more  than 
10  percent  of  the  prime  oontxactor's  proposed  price,  or  (3)  oonsidered  to 
be  necessary  for  adequately  pricing  the  prime  ocntract. 

Peiyrnnendation  B.  3. :  Tto  strengthen  internal  controls,  we  reeanmend  that 
the  Director,  Defense  Contract  Audit  Agency,  expand  Its  audit  guidance  for 
surveys  of  ocntractar  estimating  systems  to  include  Idenrtlficatian  in 
estimating  system  survey  reports  of  contractors  ipho  have  written  policies 
or  actual  practices  of  negotiating  oenpetitive  or  dual-source  quotes. 

DO^  Response:  Non  ooncur,  DCAA  is  currently  providing  informaticn  in 
relation  to  contractors  who  negotiate  oenpetitive  or  dual -source  quotes 
through  cur  use  of  decrement  factors.  Part  of  our  review^of^a 
oontxactor  *  s  estimating  system  inclxxies  an  analysis  of  negotiated 
subcontract  to  proposed  subcontract  prices  and  a  calculation  of  an  average 
difference.  This  average  is  used  to  develop  a  decrement  factor  which  is 
used  in  the  proposal  evaluation.  Ihe  underlying  ocncept  is  that  the  prime 
(XI lU actor  will  achieve  similar  reductiens  on  the  subc(Jitracts  included  in 
the  proposal  under  review.  The  decrement  factor  oonsieders  both 
oenpetitive  and  nen-ompe Li tive  subcontracts.  Details  supporting  the 
detrremait  factors  are  presented  in  both  estimating  system  survey  reports 
and  price  proposal  reports. 


APPENDIX  O 
Page  2  of  4 


82 


*016  follCMing  are  our  cmments  In  relation  to  assist  audits  requested 


before,  but  rwt  published  until  after,  prime  contract  award. 

Report  Report  Prime  Contract 

Nijttjer  Date  hfcuter  Nego.  Date 

Audit 

Request 

Date 

Note 

12517L210063-7-312 

11/25/86 

nAAX)9-87-C-A009 

11/14/86 

09/03/86 

1 

21807E21CX)57-O437 

02/17/87 

nAAJ09-87-C-AD09 

11/14/86 

02/16/86 

2 

22017A210.028 

11/24/86 

nAAJ09-87-C-AD09 

11/14/86 

09/29/86 

3 

31017C210155 

05/12/87 

nAAB07-86-C-AD50 

03/25/87 

12/11/86 

4 

16718B21CX)15 

10/19/87 

N00024-87-C-5331 

09/17/87 

09/17/87 

5 

3121210061 

02/26/87 

nAAEX37-87-C-AD10 

02/18/87 

10/31/86 

6 

4181-8D210013 

08/12/87 

F0e635-87-C-0065P002  06/13/87 

07/02/87 

7 

NOfTES 

1.  After  review  of  ttie  audit  file  it  was  determined  that  verbal  results 
of  audit  were  ponovided  to  ihe  prime  ocntract  MO  cn  6  Noverber  1986. 
These  verbal  results  were  then  followed  up  the  writtei  report  on 
24  November  1986.  There  were  no  significant  changes  from  the  verbal 
results  to  the  written  r^xart. 

2.  The  audit  file  indicated  that  the  audit  request  date  was  21  January 
1987,  not  16  F^aruary  1986.  The  request  was  sent  by  the  prime 
contractor’s  AGO  to  the  subcontractor's  DCASMA.  This  request  was  dated  16 
April  1986.  This  request  did  not  arrive  at  DCASf^  until  15  January  1987. 
At  that  time  the  subcontractor’s  DCASMA  sent  a  request  to  the  cognizant 
DCAA  office.  It  should  be  noted  that  the  subcontract  audit  report  stated 
that  the  dollars  in  the  proposal  were  out  of  date  and  should  not  be  used 
for  negotiations.  The  subcontract  FAD  was  not  informed  that  negotiations 
had  taken  place. 

3.  It  was  determined  that  the  subject  audit  report  did  go  out  after  the 

date  negotiations  were  complete.  In  addition,  there  were  no  verbal 
ccninents  provided  to  the  contracting  officer  as  to  the  status  of  the 
report.  However,  on  29  October  1986,  15  days  prior  to  the  close  of 

negotiations,  the  auditor  requested  an  extension  of  the  audit  r^crt  due 
date  to  perform  additional  review  on  the  indirect  rates.  This  extension 
was  granted  with  no  motion  of  the  fact  that  negotiations  were  on  going  or 
that  the  negotiations  were  going  to  end  shortly. 
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4.  The  aubccntractxxr's  propoeal  vas  datad  31  Octrter  1986.  The  pnae 

oantractnr  request  to  was  dated  7  Ncwenber  1966.  The  assist 

request  to  OCAA  was  dated  11  Deoeraber  1966.  DC^  acknowledged  the  request 
on  23  January  1987.  DOVA  was  delayed  In  perfonnanoe  of  the  audit  by  the 
ocntT actor.  IxrLtially,  the  ocntr actor  would  not  allow  DOA  to  enter  the 

facility  due  to  the  fact  that  there  %ias  no  oontroller.  This  situaticn  was 
roiedied  and  the  audit  started.  The  ability  to  obtain  inforaation  %«as 
hirderad  and  delays  ensued.  The  result  was  that  the  oontractor  was  dted 
for  inadequate  data  on  21  March  1987  and  denial  of  aooess  to  raoords  on  2C 
March  1987.  The  requested  infonnaticn  was  finally  presented  to  DC^  in 
April.  At  all  tiroes,  the  ACO  was  inforroed  of  the  situation.  D(^  was  not 
inf  armed  of  the  date  of  negotiatians  and  no  verbal  was  provided  to  the 
ocntracting  officer. 

5.  Tte  audit  was  requested  on  17  Septenter  1987,  the  sane  date  that 
negotiaticns  were  ccnpleted.  Based  on  this  it  would  have  been  inpossible 
for  DCAA  to  ocnplete  its  review  so  that  the  informatijcn  could  be 
considered  during  negotiaticns.  This  audit  would  more  appropriately  be 
classified  as  an  assist  audit  that  was  requested  and  published  after  prune 
contract  award. 

6.  Vlhan  reviewing  the  suboontractor's  proposal,  it  was  detennlned  that 
the  proposal  was  not  adequate  and  that  a  new  submission  %«as  needed.  The 
new  submission  arrived  at  the  OCM  office  on  17  November  1987.  However, 
the  data  provided  was  still  not  adequate.  Due  to  the  problems  that  were 
experienced,  a  request  for  extension  was  made  and  ooordlnated  with  the 
AOl.'  -  -  -Thei  -DCAA  office  at  the  aubogntr actor  was  not  made  aware  that 
negotiaticns  vaere  taking  place  and  did  not  provide  verbal  results  of  audit 
to  the  contracting  officer. 

7.  Or.  11  F^jruary  1987,  the  prime  ocntr  actor's  DCAS^  requested  the 

subccfitr actor  ’  s  cognizant  DCASMA  to  perform  a  review.  The  proposal  was 
not  received  and  request  for  audit  not  made  until  2  July  1967.  8  July 

1987,  the  POO  ocntacted  the  DCAA  office  and  requested  and  received 
infcrmatian  in  relation  to  the  subocntractor's  rates.  DCAA  ocnpleted  the 
review  after  receiving  an  extension  cn  the  due  date  of  the  audit.  The 
subccntract  DCAA  office  was  unaware  of  the  fact  that  negotiations  were 
almost  conplete.  It  ^culd  be  noted  that  there  were  insignificant  cost 
questioned  for  other  than  rates. 
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DEFENSE  LOGISTICS  AGENCY 

HEADQUARTERS 
CAMERON  STATION 
ALEXANDRIA.  VIRGINIA  22304-6100 


tN  MI  X 
Qf 6f • 


DLA-C: 


MEMORANDUM  FOR  ASSISTANT  INSPECTOR  GENERAL  FOR  AUDITING 

DEPARTMENT  OF  DEFENSE 


SUBJECT:  Draft  Report  on  the  Audit  of  the  Evaluation  of 

Subcontract  Price  Proposals  (Project  No.  8CE-0001) 

The  enclosed  positions  are  provided  in  response  to  your 
memorandum  dated  5  October  1989  requesting  comments  to  the  draft 
report . 

FOR  THE  DIRECTOR; 


Internal  Review  Division 
Office  of  Comptroller 
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TYTE  OF  fSTOUT:  AUO: 


D«c  SS 


:~ArF 


•T  ■ 


PURPOSE  OF  IMPUT;  INITIAL  POSITION 

AUDIT  TITLE  AND  HO.  :  Draft  R«port  on  th«  Audit  of  th#  Evaluation 

of  Subcontract  Price  Proposal*  (Project  Mo. 
8CE-0001) 

FINDING  A.  Prime  Contractors  Realize  Smnif;car.t  Savings  on 
Subcontracted  Items.  Prime  contractors  realized  significant  savings  o.- 
subcon tracted  items  by  not  providing  the  Government  with  the  results  of 
their  subcontract  cost  analyses  for  subcontracts  that  they  negotiated 
subsequent  tc  reaching  agreement  on  prime  contract  price  This 
occurred  because  DoD  procurement  officials  were  not  taking  sufficient 
actions  to  ensure  that  subcontract  cost  or  pricing  data  were  complete 
and  submitted  i.n  a  timely  .manner  as  required  by  the  Federal  Acquisiticr 
Regulation.  Also,  procurement  officials  did  net  protect  the 
Government’s  interest  when  subcontract  negotiations  were  not  completed 
until  after  Gevernment/pr ime  contractor  negotiations.  We  found  that 
44.7  percent  of  noncompetitive  subcontracted  items  were  negotiated  by 
prime  contractors  after  reaching  agreement  cn  contract  price  with  the 
Government.  Prime  contractors  also  negotiated  competitive  and 
dual-source  subcontracts  after  negotiating  final  contract  prices  with 
the  Government.  We  projected  that  prime  contractors  negotiated 
subcontract  cost  reductions  totaling  *93,781.430  after  negotiations 
were  completed  with  the  Government.  However,  the  savings  were  not 
passed  on  to  DoD.  As  a  result,  FY  1986  and  1987  f irm- f ixed-pr ice 
contract  actions,  negotiated  at  *10  million  or  more  in  FY  1987.  were 
overpriced  by  *94  million  in  base  subcontract  costs. 

DLA  COMMENTS:  Due  to  the  broad-based  nature  of  this  finding,  DLA 
cannot  comment  on  this  finding.  _  , 

MONETARY  BENEFITS  DLA  c;m.mer.ts  are  not  appropriate. 

DLA  rCMMENTS: 

ESTIMATED  REALIZATI DN  DATE 

A.M'DTNT  REALIZED 

DATE  BENEFITS  REALIZED 

.-.DTIIN  OFFICER  Steven  a  Swart  DL.A-.4F,  -i't.'. 

IL.A  APPROVAL  William  0  Oassell 
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TYPE  OF  BEPORT;  AUDIT 


DATE  OF  POSITION:  7  D«c  89 


PURPOSE  OF  INPUT;  INITIAL  POSITION 

AUDIT  TITLE  AND  NO.:  Draft  Report  on  the  Audit  of  the  Evaluation 

of  Subcontract  Price  Proposals  (Project  No. 
8CE-0001) 

RECOMMENDATION  A. 4.;  We  recommend  that  the  Director.  Defense  Logistics 
Agency,  issue  a  policy  memorandum  to  financial  services  personnel 
emphasizing  the  requirement  to  conduct  and  document  preanalysis 
meetings,  which  establish  the  party  responsible  for  analysis  of  each 
proposed  cost  element. 

DLA  COMMENTS:  Partially  concur  with  recommendation.  We  will  issue  a 
policy  memorandum  to  Financial  Services  personnel  emphasizing  the 
requirement  to  conduct  and  document  preanalysis  meetings.  The 
preanalysis  meetings  were  adopted  to  determine  on  a  case-by-case  basis 
the  adequacy  of  the  contractor’s  proposal  before  the  pricing  team 
members  begin  the  field  pricing  review  to  avoid  premature  analysis. 

During  the  proposal  review  process,  if  all  items  are  not  reviewed 
independently  by  the  price  analyst,  assist  reviews  are  requested  from 
technical  specialists  and  the  auditor  to  assure  each  proposed  cost 
element  is  evaluated. 

Absence  of  preanalysis  meetings,  which  are  held  to  review  the  adequac 
of  proposals,  is  not  a  material  internal  control  weakness.  The  quali 
of  the  proposal  review  is  assured  by  the  supervisor  who  is  responsible 
for  reviewing  all  pricing  reports  and  supporting  documentation  in 
detail  and  giving  approval  of  the  report  by  cosigning. 

DISPOSITION: 

(X'  Action  is  ongoing;  Final  Estimated  Completion  Date;  21  Dec  89 
(  Action  IS  considered  complete. 

MCNETAP.Y  BENEFITS:  None. 

TLA  COMMENTS 

ESTIMATED  REALIZATION  DATE: 

AMOUNT  REALIZED. 

D.ATE  BENEFITS  REALIZED. 


ACTI 

ON  OFFICER: 

Steven  W . 

Swart.  DLA-AF .  47611 

DLA 

APPROVAL: 

1 1 1  am  J • 

Cassel 1 
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ACTIVITIES  VISITED  OR  CONTACTED 


Office  of  the  Secretary  of  Defense 

Assistant  Secretary  of  Defense  (Production  and  Logistics), 
Washington,  DC 


Department  of  the  Army 

Armament,  Munitions,  and  Chemical  Command,  Rock  Island,  IL 
Aviation  Systems  Command,  St.  Louis,  MO 
Communications  and  Electronics  Readiness  Command, 

Fort  Monmouth,  NJ 

Missile  Command,  Redstone  Arsenal,  AL 

Tank  Automotive  Material  Readiness  Command,  Warren,  MI 
Plant  Representative  Office,  McDonnell  Douglas  Helicopter  Co., 
Mesa ,  AZ 


Department  of  the  Navy 

Naval  Air  Systems  Command,  Washington,  DC 

Naval  Sea  Systems  Command,  Washington,  DC 

Space  and  Naval  Warfare  Systems  Command,  Washington,  DC 

Naval  Plant  Representative  Offices: 

General  Electric,  Pittsfield,  MA 
UNISYS  Corp. ,  Great  Neck,  NY 
Grumman  Aerospace  Corp.,  Bethpage,  NY 


Department  of  the  Air  Force 

Aeronautical  Systems  Division,  Wright-Patterson  Air  Force  Base,  OH 

Deputy  for  Contracting  and  Manufacturing,  Eglin  AFB,  FL 

Military  Airlift  Command,  Scott  AFB,  IL 

Oklahoma  City  Air  Logistics  Center,  Tinker  AFB,  OK 

Air  Force  Plant  Representative  Offices: 

Morton-Thiokol,  Brigham  City,  UT 

Lockheed  Georgia,  Marietta,  GA 

Rockwell  International,  Anaheim,  CA 

Hughes  Aircraft  Co.,  Los  Angeles,  CA 

LTV  Missiles  and  Electronics  Group,  Dallas,  TX 

Boeing  Military  Airplane  Co.,  Wichita,  KS 
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other  Defense  Activities 

Headquarters,  Defense  Contract  Audit  Agency,  Alexandria,  VA 
Headquarters,  Defense  Logistics  Agency,  Alexandria,  VA 
Defense  Contract  Audit  Agency  Field  Locations: 

Akron  Branch  Office,  Akron,  OH 

Binghamton  Branch  Office,  IBM  Suboffice,  Vestal,  NY 
Denver  Branch  Office,  Colorado  Springs  Suboffice, 

Colorado  Springs,  CO 

Indianapolis  Mobile  Branch  Office,  Fort  Benjamin  Harrison,  IN 
Loral  Electronics  Systems  Suboffice,  Yonkers,  NY 
National  Branch  Office,  IBM  Manassas  Suboffice,  Manassas,  VA 
North  County  Branch  Office,  San  Diego,  CA 
Richardson  Branch  Office,  Richardson,  TX 
Resident  Office  -  Boeing  Military  Airplane,  Wichita,  KS 
Resident  Office  -  Honeywell,  Inc.,  Hopkins,  MN 
Resident  Office  -  Grumman  Aerospace  Corp.,  Bethpage,  NY 
Resident  Office  -  Hughes  Aircraft  Co.,  El  Segundo,  CA 
Resident  Office  -  Hughes  Aircraft  Co.,  Fullerton,  CA 
Resident  Office  -  Lockheed-Georgia  Co.,  Marietta,  GA 
Resident  Office  -  LTV  Corp.,  Dallas,  TX 
Resident  Office  -  McDonnell  Douglas,  Mesa,  AZ 
Resident  Office  -  Raytheon  Co.,  Andover,  MA 
Resident  Office  -  Rockwell  International,  Anaheim,  CA 
Resident  Office  -  Texas  Instruments,  Richardson,  TX 
Resident  Office  -  Textron  Lycoming,  Stratford,  CT 
Resident  Office  -  UNISYS,  Great  Neck,  NY 
Defense  Contract  Administration  Plant  Representative  Offices: 

GM  Allison  Transmission  Div.,  Indianapolis,  IN 
General  Electric,  Wilmington,  MA 
Honeywell,  Minneapolis,  MN 
Hughes  Aircraft,  Fullerton,  CA 
International  Business  Machines,  Manassas,  VA 
International  Business  Machines,  Owego,  NY 
Loral  Corp.,  Akron,  OH 
Loral  Corp.,  Yonkers,  NY 
Raytheon  Corp,,  Burlington,  MA 
Rockwell  International,  Richardson,  TX 
Texas  Instruments,  Inc.,  Dallas,  TX 
Textron  Lycoming,  Stratford,  CT 
Defense  Contract  Administration  Management  Area: 

Colorado  Springs,  CO 
Fort  Benjamin  Harrison,  IN 
Phoenix,  AZ 
San  Diego,  CA 
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ACTIVITIES  VISITED  OR  CONTACTED  (Continued) 


Contractors 


B.F.  Goodrich,  Aircraft  Brake  Div.,  Troy,  OH 
Boeing  Military  Airplane  Co.,  Wichita,  KS 
Cubic  Corp. ,  San  Diego,  CA 
Cummins  Engine  Co.,  Columbus,  IN 

Ford  Aerospace  and  Communication  Corp.,  Space  Missions  Div., 
Colorado  Springs,  CO 

General  Electric  Company,  Ordnance  Systems  Div., 

Pittsfield,  MA 

General  Electric  Company,  Mechanical  Drive  Turbine  and 
Compressor  Department,  Fitchburg,  MA 
GM  Allison  Transmission  Div.,  Indianapolis,  IN 
Grumman  Aerospace  Corp.,  Bethpage,  NY 
Honeywell,  Inc.,  Underwater  Systems  Div.,  Hopkins,  MN 
Hughes  Aircraft  Co.,  Electro-Optical  and  Data  Systems  Group, 
El  Segundo,  CA 

Hughes  Aircraft  Co.,  Ground  Systems  Group,  Fullerton,  CA 
International  Business  Machines  Corp.,  Federal  Systems 
Division,  Manassas,  VA 

International  Business  Machines  Corp.,  Federal  Systems 
Division,  Owego,  NY 

Lockheed  Corp.,  Lockheed-Georgia  Div.,  Marietta,  GA 
Loral  Defense  Systems,  Akron,  OH 
LTV  Missiles  and  Electronics  Group,  Dallas,  TX 
McDonnell  Douglas  Helicopter  Co.,  Mesa,  AZ 
Morton-Thiokol  Inc.,  Tactical  Div.,  Brigham  City,  UT 
Motorola  Inc.,  Scottsdale,  AZ 

Raytheon  Co.,  Missile  Systems  Division,  Lowell,  MA 
Raytheon  Co.,  Missile  Systems  Div.,  West  Andover,  MA 
Rockwell  International,  Autonetics  Marine  Systems  Div., 
Anaheim,  CA 

Rockwell  International,  Richardson,  TX 

Texas  Instruments,  Inc.,  Defense  Systems  &  Electronics  Group, 
Dallas,  TX 

Textron  Lycoming,  Stratford,  CT 

UNISYS  Corp.,  Shipboard  and  Ground  Systems  Group, 

Great  Neck,  NY 
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FINAL  REPORT  DISTRIBUTION 


Office  of  the  Secretary  of  Defense 


Comptroller  of  the  Department  of  Defense 

Assistant  Secretary  of  Defense  (Production  and  Logistics) 
Assistant  Secretary  of  Defense  (Public  Affairs) 


Department  of  the  Army 
Secretary  of  the  Army 

Assistant  Secretary  of  the  Army  (Financial  Management) 
Assistant  Secretary  of  the  Army  (Research,  Development  and 
Acquisition) 

Commander,  Army  Materiel  Command 
Commander,  U.S.  Army  Tank-Automotive  Command 
Army  Inspector  General 


Department  of  the  Navy 
Secretary  of  the  Navy 

Assistant  Secretary  of  the  Navy  (Financial  Management) 
Assistant  Secretary  of  the  Navy  (Shipbuilding  and  Logistics) 
Navy  Inspector  General 


Department  of  the  Air  Force 
Secretary  of  the  Air  Force 

Assistant  Secretary  of  the  Air  Force  (Financial  Management  and 
Comptroller) 

Assistant  Secretary  of  the  Air  Force  (Acquisition) 

Air  Force  Inspector  General 


Other  Defense  Activities 


Director, 
Director , 
Director, 


Defense  Logistics  Agency 

Defense  Contract  Audit  Agency 

Defense  Acquisition  Regulatory  Council 
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FINAL  REPORT  DISTRIBUTION  (Continued) 


Non-DoD 


Office  of  Management  and  Budget 
D.S.  General  Accounting  Officer 

NSIAO  Technical  Information  Center 

Congressional  Committees: 

Senate  Subcommittee  on  Defense r  Committee  on  Appropriations 
Senate  Committee  on  Armed  Services 
Senate  Committee  on  Governmental  Affairs 

Senate  Ranking  Minority  Member,  Committee  on  Armed  Services 
House  Committee  on  Appropriations 

House  Subcommittee  on  Defense,  Committee  on  Appropriations 
House  Ranking  Minority  Member,  Committee  on  Appropriations 
House  Committee  on  Armed  Services 
House  Committee  on  Government  Operations 
House  Subcommittee  on  Legislation  and  National  Security, 
Committee  on  Government  Operations 
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AUDIT  TEAM  MEMBERS 


James.  J.  McHale,  Acting  Director,  Contract  Management  Directorate 

Salvatore  D.  Guli,  Program  Director 

James  R.  Peterson,  Project  Manager 

Curt  Carter,  Team  Leader 

Richard  Hanley,  Team  Leader 

Bobbie  Sau  Wan,  Team  Leader 

Arthur  M.  Hainer,  Auditor 

James  E.  Massey,  Auditor 

Janet  Northern,  Auditor 

Fred  Bell,  Auditor 

Ted  Paulson,  Auditor 

Hilary  Rubin,  Auditor 
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